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No. 1

A Renaissance I n Accountancy

S

I G N S which gradually are taking form
along the horizon indicate the dawn
of a new era in the relationship of public
accountants to those who have occasion to
utilize their reports.
The reverberations of a recent business
failure sound ominous warnings which leave
no doubt that accountants must make
clearer to those who retain their services
and make use of their reports the differentiation of services.
A physician prescribes for different kinds
of maladies. N o one medicine serves
every purpose. A surgeon is not expected
to have a standard form of operation which
relieves alike for mastoiditis and gangrene.
Nor, incidentally, is the surgeon expected
to remove a portion of the intestine, by
mistake for the vermiform appendix, when
he knows he is dealing with a case of
appendicitis.
In the development of accountancy practice the general public, commercial bankers,
investment houses, and others have been
slow to recognize distinctions among various classes of service which accountants
render. The financial statements in reports
of recognized accountants admittedly have
been taken as Gospel without perusal of
the entire reports. Uncertified statements
have been accepted apparently without
appreciation of their lack of value as a
basis for reliance. Reports on limited
examinations and balance sheet audits

have had as much standing as those resulting from general audits.
The question which naturally might be
expected is, " H o w is the bewildered general public, banker, and the collective other
person to know the differences among these
various types?" Accountancy is a technical profession dealing among other matters
with the highly technical subject of accounting. H o w is the layman to determine what is what and which is which?
The only official attempt of known
record which has been made publicly to
inform those interested as to what may be
expected of accountants is a "Tentative
proposal for uniform methods for the
preparation of balance sheet statements"
issued by the Federal Reserve Board in
A p r i l , 1917. This praiseworthy manual
commonly is referred to as the "Balance
sheet audit of the Federal Reserve Board."
Being uninformed to the contrary, the
general public perhaps is justified in assuming that all audits are balance sheet
audits, which is only one step removed
from the possibility of gaining the impression that accountancy exists for the sole
purpose of performing balance sheet audits.
The time has come, apparently, when
accountants, through an authoritative
medium, must let the public know something about what they undertake to do;
to define and differentiate their various
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classes of service. F o r this purpose, probably there is no better medium than the
American Institute of Accountants.
The signs of the times point sharply to
this demand. There is reason to believe
that certain of those who collaborate with
accountants will insist on something of the
kind if relations are to continue. The in-
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sistence of the accountants should be no
less strong. W i t h common understanding
on the part of all who are concerned with
accountants' services will come a new day
in which accountants, meeting every just
responsibility but without having to bear
unjust burdens, will take a place of increased usefulness to business generally.

A+B=Money For C
T A represent the account; B the
LEbanker;
C the customer of the bank

and the client of the accountant. In borrowing money from B , C makes use of the
services of A . B has a relation to C.
A has a relation to C. Query: W h a t is
the relation of A to B ?
In the triangular relationship, which,
apparently, is a creation characteristic
only of modern times, the purpose is to
borrow funds with which to carry on legitimate business enterprise. The relationship finds existence in connection with fixed
capital as well as current funds.
The
commercial banker lends for short terms.
The investment banker places capital
loans for long periods and obtains capital
for permanent investment.
Character On the part of borrowers long
has been an essential prerequisite for borrowing funds. Character still occupies a
place of importance in considering the
risk incident to the lending of money.
There is reason to believe, however, that
the importance of character is dwindling
somewhat in the opinion of various bankers who have had the misfortune to sustain
heavy losses through loans made to business enterprises whose officials were reputed to be men of character. Further,
the now wider geographical distribution of
loans by banks in large centers has tended
to diminish the former intimacy of personal acquaintanceship.
Probably it is not an extravagant or
immodest statement to assert that increas-

ing dependence and reliance steadily are
being placed by bankers upon the services
of public accountants and the professional
reports which they render. A s independent verifiers, the opinions of public accountants with respect to financial condition and operating results have become
more and more essential to bankers in the
granting of credit and the lending of
money. Experience shows also that the
name and reputation of the accountant
have an important bearing on the value of
the report for credit purposes and in connection with issues of securities, as well as
the marketing of commercial paper. It is
a matter of complaint on the part of the
younger and less known accountants in remote parts of the country that money in
large amounts is to be obtained only
through bankers in large cities, who demand reports of well known accountants.
The impression prevails, and is true in
some cases, that the bankers specify the
accountants who are to be employed, and
dictate generally the character of the
service and particular information which
they are desirous of having.
If it were true that all bankers are in
this enviable position, some of the misunderstandings which arise between bankers
and accountants would be eliminated. U n fortunately, in too many cases, the borrower retains the accountant, specifies the
service which he desires, and upon receiving the accountant's report, submits it to
the banker for credit purposes. In far
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too many cases the accountant has no contact with the banker and is judged by his
report, without consideration of the specifications of his engagement.
The accountant is called upon to perform many different types of service.
There is the general audit; the balance
sheet verification; the cash audit; the
general examination; the limited examination; the investigation; the preparation of
statements from books and records without verification; the preparation and review of tax returns; contesting assessments
or prosecuting tax claims; preparing and
rendering opinions on tax matters; conducting surveys and devising and installing
systems for both general accounting and
cost finding; preparing and rendering opinions having to do with accounting, financial and business matters; together with
many other miscellaneous kinds of service,
such as acting as liquidating trustee, arbitrator, or umpire in accounting controversies and disputes; giving testimony in
court; rendering advice in accounting
matters, etc.
This great diversity of service necessarily gives rise to a great diversity of reports. A n accountant's report is his representation of the service which he has
performed and the results thereof. Therefore, it is but fair to any accountant that
before he is judged, favorably or unfavorably, his report shall be read, regardless
of his standing in the profession or the
confidence which his reputation inspires.
While it is incumbent on the banker, or
any one else who attempts to utilize or to
rely on an accountant's report, that such
person shall read the report carefully, it is
equally incumbent upon the accountant
that he shall make clear in his report precisely what he has and has not done, together with his conclusions. While bankers are not justified in assuming that every
document which bears the name of a reputable accountant is a report containing
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certified statements, the accountant has no
justification for rendering a report which
is obscure and requires more than reasonable examination thereof in order to determine its meaning and the extent of its
reliability. Even with the relatively limited experience which bank credit men may
have had in utilizing accountants' reports
for checking credits, they should know, it
seems, that every service rendered by
accountants is not one comprehending a
general audit. O n the other hand, there
seems to be no excuse on the part of accountants who render a report which involves service other than that comprehended in a general audit, for not bringing
out clearly the character, scope, and results of such service.
Manifestly, it would be more satisfactory to everyone concerned if clients were
to avail themselves of general audit service
and obtain, for presentation to bankers, a
report which would be complete and conclusive. Briefly, the scope of such service
should comprehend the verification both
as to balances and as to the accuracy of the
records, of the assets, liabilities, capital
and surplus as of a given date, and of the
cash receipts and disbursements, income,
expense, and miscellaneous profits and
losses for a current period ended on the
same date. Under such circumstances, it
would be possible to prepare an audit report accompanied by a certificate which
should leave no doubt as to the ground
which had been covered and the reliance
which could be placed on the accountant's
report. But the limitations of time and
expense frequently operate to preclude
general audit service and result in a variety
of substitutes which are offered to the
banker, placing on him the necessity of
differentiating and appraising the various
substitutes.
Out of this situation has arisen what
commonly has been known as the balance
sheet audit. This type of service is a

4

HASKINS

modification of the general audit, requires
less time, and involves less expense. F o r
this reason the so-called balance sheet
audit has become popular. The Federal
Reserve Board several years ago issued
an abbreviated manual outlining procedure
designed to cover a balance sheet audit.
As a fine, constructive piece of work designed to promote uniformity and improve
the relations among borrowers, bankers,
and accountants, probably it has had no
equal in modern times. The document,
however, requires a high degree of technical intelligence and skilled analysis to develop the fact that the procedure is not
intended to detect fraud which may be
concealed by falsification of the records,
or hidden in transactions occurring during
the period prior to the balance sheet date.
W i t h all that may be said in its favor, the
fact still remains that it does not provide
for the consideration of income and profits
tax liabilities affecting prior years—a very
potent danger which lurks in the path of
sound financial condition in some corporations.
It seems only fair that the accountant
should point out to a prospective client,
as well as make clear to a banker or other
person who may have occasion to rely
on accountants' reports, that a balance
sheet verification, or so-called balance
sheet audit, does not contemplate service
which will detect fraud concealed by falsification of the records or by the transactions preceding the date of the balance
sheet. A balance sheet verification should
comprehend a verification as of a date of
the assets, liabilities, capital and surplus
according to balances shown by the records, with such examination of the records
—supplemented as to certain items, when
occasion requires, by certifications of persons in authority—as may be necessary to
substantiate the assets as stated and
afford reasonable assurance that there are
no liabilities (actual or contingent) other
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than those disclosed, together with sufficient review of the operations according
to the records to give credence to the
stated financial condition. But securities
inspected and verified as to cost from
brokers' invoices may be in agreement in
total with the balance as shown by the
general ledger account, and in agreement
in particular with the items making up the
total, without assurance that the records
have not been falsified to reflect a balance
smaller in amount than should be shown,
accordingly concealing the purchase and
misappropriation of securities during the
period prior to the date of the balance
sheet. A condition of this character could
be detected with certainty only by verification of the transactions in securities
during the period.
A n accountant is not infallible. Such
legal decisions as are available indicate
that he should not be expected to exercise
the function of guarantor, and that being
properly qualified for his duties, he shall
exercise reasonable skill and diligence in
the performance thereof.
W h y , then,
should not the fact be made clear that in
a balance sheet verification the accountant
does not undertake to detect the existence
of fraud concealed by falsification of the
records, when he might be expected reasonably to detect such irregularities only
upon having an opportunity to verify the
transactions leading up to the results at a
balance sheet date?
Step by step the classification of accountancy service leads away from general
verification of balances and transactions,
as in the general audit, through the category of balance sheet verifications to the
general examination. The latter type of
service usually involves less verification of
balances and of transactions, and tends
generally to greater acceptance of the
figures as shown by the records. This type
of service usually arises in connection with
financing, mergers, consolidations, or pur-
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chases and sales of companies or properties, and is distinguished by a report in
which particular attention is given to
classification in the statements and to
appropriate information in the comments,
with a view to meeting the requirements
of financial interests concerned with issues
of securities. A s a sequel to service of this
type, occasion arises frequently wherein
it becomes necessary to prepare balance
sheets giving effect to proposed financing.
While the general examination usually involves a balance sheet verification with
certificate, and the preparation of a statement of operations from the records without verification thereof, at times it may
take the form of a verification of operations, with such examination of the asset
and liability records as may be necessary
to substantiate the operations. T h e statement of operations may be certified and
accompanied by a balance sheet prepared
from the books without verification. A
general examination does not contemplate
audit of transactions leading to the results,
or the detection of irregularities concealed
by falsification of the records.
A somewhat difficult type of engagement
with which the accountant has to deal is
known as a limited examination. It involves partial or complete verification of
certain assets and liabilities, or of certain
operating transactions, and the preparation of financial statements from the books
without further verification. Probably it
is safe to assert that no accountant desires
this type of engagement. It requires particular care in the preparation of the report to make clear the character, scope,
and results of the service. In other words,
the accountant is put to a severe test in
stating, so that there may be no misunderstanding on the part of any one who reads
the report, what he has and has not done.
Taking into consideration the technicalities of the work involved and the difficulties of finding expressions which will not
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be ambiguous or misunderstood, this is no
slight task.
A report on a limited examination, as a
rule, is so completely qualified as to be
useless for purposes of credit seeking. T o
the alert credit man it is decorated, so to
speak, with red flags. It is as unpopular
with experienced credit men as with accountants. It is as unsafe, unless carefully
examined and analyzed, as a statement
submitted by an unknown borrower. This
form of statement, however, frequently is
submitted to banks as a basis for borrowing funds and supporting lines of credit.
The question now arises as to what are
the duties and responsibilities of the respective parties to the triangular relationship among accountants, bankers, and
borrowers. The duties of the accountant
are to be experienced and skilled in the
performance of his work; to prepare a
report which states the facts and his conclusions resulting from the work which he
has done; to present a report which is so
clear that any one who reads it and has a
reasonable knowledge of financial and accounting matters may understand; and to
hold the affairs of his client in confidence.
The banker, in attempting to utilize the
accountant's report, has a duty to possess
reasonable knowledge of accounting matters, of the functions and service of public
accountants, of the various types of accountants' reports, and to read carefully
any report on which he intends to base
judgment or use for purposes of lending
money or checking credits.
The borrower who is required to furnish
an accountant's report for purposes of
credit has a duty to furnish a report which
sets forth all the information a banker
requires. It may appear somewhat naive
to assert that the borrower should lay all
his cards on the table; yet contact with
modern banking proves beyond the question of a doubt that the borrower who is
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honest with his banker has nothing to fear
from a full disclosure of all the financial
data relating to his business. A s a matter
of fact, the assertion scarcely will be challenged that such borrowers fare best at the
hands of their bankers.
The time-worn contention on the part
of some bankers that accountants should
refuse to render service which contemplates less than a general audit is little
short of absurd. M a n y bankers will agree
in the theory that the remedy would lie in
their own hands, namely, that of bringing
insistence to bear on the client, were it not
for the fact that competition among bankers is so keen as to make such measures
impracticable. W h y , then, should the banks
ask the accountants to assume a burden
which, while acknowledging responsibility
therefor, they are not willing to bear?
This, while obviously a sharp question, is
likely to find little response. The very conditions which surround modern banking
and the practice of accountancy call not for
the answering of pointed questions raised
by either party. Undoubtedly, the solution
of the problem lies along other lines.
If ever a problem required cooperation,
it is the problem which is bound up in the
triangular relationship among accountants,
bankers, and borrowers. If the problem
is to be solved, and there is no reason to
doubt that it will be, even though admittedly the solution is a matter of time, each
party must respond to his obligations.
Once the borrower releases the accountant
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from his pledge of secrecy concerning the
particulars of the client's financial affairs,
the accountant can go to the banker for
conference and explanation concerning his
reports which have been placed in the
hands of the banker, or for consultation
with the banker as to the information
which he requires, preferably before the
engagement is undertaken. While accountants may be aware generally of the kind
of information required in reports for
credit purposes, individual bankers have
their particular ideas concerning the information which they desire. The solution of the problem would be much advanced if commercial and investment
bankers who have occasion to utilize the
reports of public accountants were to urge
on prospective and on actual borrowers
the desirability of having their accountants
confer with the bankers, since most clients
probably would recognize the wisdom of
such procedure.
Once the borrower understands that a
limited examination report is of no value
for credit purposes, limited examinations
will begin to pass out of existence. T h e
sooner the borrower learns that a general
audit report with an unqualified certificate
not only is the most useful document he
can offer to the banker for credit purposes,
but as well is an instrument of protection
and help to him, the sooner accountancy
practice, in so far as it relates to statements for credit purposes and to genuine
business service, will move in the direction
of general audits.

Invisible Management
S E N T - D A Y practices in the field
P ofR E corporate
organization and finance,

as evidenced by a number of reorganizations and refinancings during the past year,
recently have come under fire.
Professor W . Z . Ripley, of H a r v a r d
University, speaking not long ago before

the annual meeting of the Academy of
Political Science, took occasion to make a
vigorous attack on what he termed a tendency to "the alarming divorce of the
ownership of property, represented by
securities emitted by corporations or trustees, from any direct accountability
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whatsoever for its prudent and efficient
management." H e declared that the concentration of voting stock in new corporations in the hands of "banker-promoters,"
together with the ever widening diffusion
of non-voting stock among small investors,
was resulting in "the assumption of an
irresponsible control by intermediaries,"
and rendering helpless millions of these
small investors.
Professor Ripley's argument is as follows :
" . . . A l l kinds of private businesses
are being bought up by banking houses,
and new corporations are being substituted for the old in order that the purchase price (and more) may be recovered
by sale of shares to the general public..
But the significant change is that the new
stock thus sold is entirely bereft of any
voting power, except in case of actual or
impending bankruptcy.
General stockholders, to be sure, have always been inert, delegating most of their powers of
election, but at worst they might always
be stimulated to assert themselves. Under
the new style of corporation such general
stockholders are badly deprived of all
rights in this direction and new preferred
stocks are sold up to the hilt of the value
of the assets, if not beyond. T h e issues
are called preferred stocks. They are
really bonds. A n d instead, as formerly, of
being limited to a half or two-thirds of the
tangible assets, no limit is now set except
the powers of absorption of the investing
public.
" . . . There is no concealment about
it. Practically every prospectus concludes
by a statement that the business will continue to be managed by those who have
brought it to its present high pitch of
profitableness. But who, may we ask, has
given a hostage to fortune for honest and
economic management of the business?
T h e promoters stand to lose only the
amount of their stake—a minus quantity
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in dollars, leaving aside, of course, the
moral obligation. It is the public stockholders who stand to lose their all, in case
of misdirection. A n d most of them have
parted with any hope of participation in
future profits over and above their fixed
return, by agreement in the subscription
to forfeit all 'pre-emptive' rights in the
issue of new stock. H o w can there be
other than a whirlwind of abuse of power
under such conditions?"
Control over large corporations always
has tended to be vested in the hands of a
few. Small stockholders, by and large,
have no hand in the direction. They are
not desirous of exercising functions of
management, nor are they qualified to do
so. Their interest lies primarily in receiving dividends and in preserving the
safety of their investment and seeing its
value increase. Consequently, far less than
half of the capital stock in the hands of
a small concentrated group of holders may
constitute as effective an instrument of
control as an actual majority of shares.
It is true there have been rare instances
where small stockholders have pooled
their interests in a voting trust in sufficient
numbers to make their influence felt in
avenging a common grievance. The fact
remains, nevertheless, that the average
small stockholder is not interested directly
in the management of his company.
The present movement is a recognition
of the actual status of the small stockholder essentially as either an investor or
a speculator. Accordingly, he is issued
non-voting shares, and the voting power is
concentrated in the hands of those exercising the real control. There is this difference, however: the small stockholder,
being bereft of potential voting power, is
precluded from forming a combination
with others in his class to assert his rights
should occasion require. F o r the efficient
and safe management of the business he
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must rely upon the ability and integrity
of those in possession of the voting shares.
It is this situation which, according to
Professor Ripley's view, is resulting in an
abuse of power. H i s contention is that
while the non-voting shares, representing
the bulk of the actual ownership of the
corporation, are tending to wide distribution among the public, the voting shares,
representing the real control over the corporation, are tending to concentration in
the hands of "banker-promoters" who
paid nothing for them and who have no
financial interest in the company. Ownership is being divorced from management;
ergo, the result is an abuse of power.
"It is questioned whether Professor Ripley's statements are not too sweeping.
It is doubted whether there is such a pronounced trend toward separation between
ownership and management as he would
have us believe there is. Admitting the
concentration of voting stocks in the hands
of a few, it is nevertheless true that in
most of our large corporations those owning such stocks have also a large financial
interest in their respective companies.
It is true that a number of important
reorganizations and refinancings have been
promoted by bankers recently, in which
the bankers have emerged with the control
of the corporations in question. However,
it is by no means certain that this situation is resulting in the irresponsibility and
abuse which Professor Ripley decries.
The era of "fly-by-night" promoters has
passed. A n d , even though it is not claimed
that the millennium is at hand, and it is
recognized that there are black sheep in
every flock, nevertheless it is submitted
that the banking fraternity as a whole is
composed of able and upright men, who
are mindful of a sense of fiduciary accountability to the millions of investor-owners,
rather than giddy with a feeling of power.
Can the moral obligation be waved aside
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as nonchalantly as Professor Ripley has
disposed of it?
Aside from altruistic motives, these
bankers are selfishly interested in the enterprises which they promote. They have
a selfish interest in maintaining the property, for the sake of earning for themselves
future dividends on their stockholdings,
and for the sake of increasing the value
of their shares so that they later may be
disposed of at a profit. A n d beyond this,
it undeniably is to their interest to direct
the enterprises wisely in order to protect
their own reputation and assure themselves
future business. A disastrous adventure
would mean the destruction of public confidence in the bankers, with decidedly i l l
consequences to themselves.
Further, this control by bankers frequently has a salutary effect on those responsible for the active management of a
corporation. Obviously, bankers are interested in operating the business at a
profit. In a number of instances assumption of control by them has had the effect
of teaching the management how to conduct the business efficiently and profitably.

News Items
W e have pleasure in announcing that
M r . Franklin Bowman and M r . G . P.
Auld, of our N e w Y o r k Broad Street
office, have been appointed manager and
assistant manager, respectively, at that
office.
W e are pleased to announce also that
M r . E . F . Wetteroth has been appointed
assistant manager of the Saint Louis office,
with which he has been affiliated for a
number of years. M r . Wetteroth will
have charge of tax matters at Saint Louis.
The firm announces the removal, on
January 2, 1926, of its office in Atlanta,
from the Palmer Building to the Healey
Building.
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Adherence to an Idea
" F O R D will continue in spite of fire."
So wrote a newspaper reporter a
few days ago concerning the destruction of
a plant where the Ford organization has
been manufacturing airplanes for commercial and pleasure purposes.
"Schemes for mechanical flight have
been so generally associated in the past
with other methods than those of science
that it is commonly supposed the long
record of failures has left such practical
demonstration of the futility of all such
hopes for the future that no one of scientific training will be found to give them
countenance. * * *
"To prevent misapprehension, let me
state at the outset that I do not undertake to explain any art of mechanical
flight, but to demonstrate experimentally
certain propositions in aerodynamics which
prove that such flight under proper direction is practicable. * * *
So wrote S. P. Langley in a document,
printed in 1891, entitled "Experiments in
Aerodynamics," being one of a series of
Smithsonian Contributions to Knowledge.
The history of airplane development to
the point of commercial usefulness need
not be traced. Whether Langley or the
Wright Brothers invented the first machine

is not important. The thing which counts
is the fact that Langley and the Wrights
had the same idea and found means of
making it practically applicable.
The idea that accountancy may be i n strumental i n helping business men to
achieve greater success or more satisfaction is not a new idea. The experience of
several decades in this country furnishes
abundant evidence that the idea has been
made practicable.
The development of aeronautics does
not stop every time an airplane crashes to
the ground. W i t h proper sympathy for
the loss of human life the attempt to conquer the air continues. Experience is
appropriated to the benefit of the science.
The program goes on, because the idea
underlying it is sound.
By the same token, accountancy practice goes on. Accidents are bound to
happen along the way. If they are viewed
as lessons of experience and made to contribute to improvement in the future, they
have their value. Adherence to an idea
is a great thing, provided the idea is good.
Can there be any question that accountancy offers a service useful to business and
that more skilful procedure will make it
increasingly useful?
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The Mystery of Budgeting

H E term "budget" until recently has
been used almost exclusively in connection with governments and institutions.
A leading dictionary of a few years ago
defines a budget as a financial statement
prepared for submission to a legislative
body. In this connection the term has
come to signify a statement of the estimated probable revenue from all sources
for an ensuing fiscal period, balanced
against the proposed expenditures for the
same period-—in short, a plan of activities
for the period, prepared in advance for the
guidance of the legislative body in fixing
taxes, fees, and assessments, and approving
the expenditures, and of the executive
branch in carrying out the program decided upon.
The use of the budget for governmental
purposes is exemplified in Great Britain,
where it has been highly developed and
perfected. There it constitutes the basis
of all financial measures, and apparently
is an effective means of controlling expenditures. The savings effected as a result of
the budget system inaugurated by our
own Federal government a few years ago
are a matter of common knowledge. Some
form of budget is employed by states and
municipalities generally in arranging their
financial programs.
Societies and clubs and similar organizations in the social, civic, and philanthropic group also have taken largely to
its use. In most of these cases some estimate of proposed expenditures is necessary in order to fix the amount of revenue
required to be obtained, and to apportion
the burden among the individual members.
Further, it usually is desirable to plan the
expenditures in advance in order that
they may be gauged so as not to exceed
the total revenue available. These ends
are accomplished by the preparation of a
budget, which is at once the basis for au-

thorizing and controlling the activities of
the organization.
Budget-making in business is of comparatively recent origin. However, the
principles underlying the use of the budget
are those which always have been recognized informally by business men in the
conduct of their affairs.
The country store-keeper "stops to
figure" before he adds a new line to the
stock of his emporium. He considers the
probable demand on the part of his customers, in the light of his past experience;
the additional storage space and shelf
room required; his ability to finance the
additional purchases; etc.
The city merchant makes his plans for
a certain period in advance, at least in his
own mind. He estimates the sales he will
make during the Christmas season, and
makes his purchases, arranges for his loans
from the bank, and plans his newspaper
advertising accordingly.
The officials of the large corporation
distributing its products over the whole
nation plan their activities in advance for
the coming period. Sales and production
are estimated on the basis of market analysis. Advertising campaigns frequently are
laid out a considerable length of time
ahead. Estimates are made of cash receipts and disbursements, and bank loans
arranged for.
Although planning and estimating of
this nature are done as an incident to
every business enterprise, they oftentimes
do not comprehend all of the functions of
the business simultaneously, with the object of pointing the enterprise as a whole
towards a definite objective. Further,
adequate provision is not always made for
subsequent control over the operations, in
order to assure realization of the plans and
estimates.
These are the purposes of a budget. As
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the term is applied i n business, it contem- Likewise, the results of proposed adverplates simply the orderly and intelligent tising campaigns, invasion of new terriplanning i n advance of all of the activities tory, and the like, should be estimated.
of an enterprise for a certain period of A n important factor is the capacity of existtime, on the basis of past experience and ing facilities to handle the volume of sales
present trends, thereby setting up a definite it may be deemed feasible to secure.
goal towards which to work; together with
The completed sales budget is a statesufficiently frequent comparison of actual ment of the sales it is expected to make
results with the estimate to detect defi- throughout the budget period, in terms of
ciencies and aid i n carrying out the pro- units and dollars, prepared on the basis
gram laid down.
of past experience, present trends in the
The initial step in the preparation of a market, and proposed changes in policy.
budget in any business is an estimate of
Using the sales budget as a basis, it
the sales that are deemed possible and then is possible to plan production, in the
desirable during the budget period, which case of a manufacturing concern, or purusually is a fiscal year. A l l of the activi- chases, i n the case of a mercantile estabties of a business enterprise are concerned lishment, to meet its demands. The prowith profitable sales. Consequently, an duction department of a factory plans its
estimate of the sales is the first step in operations in order to make deliveries at
planning future operations.
the proper times. Those in charge of the
In fixing sales quotas, in order to arrive purchasing for a trading concern plan
at a reasonable sales expectancy, it is their buying so as to have goods on hand
necessary to give consideration to past ex- when needed.
perience, and to present and prospective
In a manufacturing concern the quanmarket conditions. It is not enough that tities of units of various kinds required to
the total volume of sales only be forecast. be made during the budget period are estiIn order to plan the manufacturing and mated from the inventory on hand at the
purchasing activities, the proposed sales beginning of the period, the number called
must be set forth by commodities, lines, for by the sales budget, and the quantity
or what-not. Information regarding the it is deemed desirable or safe to have on
months of the year i n which shipments or hand at the end of the period. In plandeliveries probably will be made also is ning its activities the production departnecessary.
ment should consider the equipment availThe general buying power of the clien- able, or to be made available, during the
tele served by the enterprise in question period. Obviously, it is desirable to proshould be taken into account. Recogni- vide whenever possible for an even flow
tion should be given to trends or tendencies of production through the factory to the
to diminished consumption of some lines consumer over the entire period. In seaand increased consumption of others. sonal businesses, however, sales are high
For example, a shoe manufacturer would in certain months and low in others. The
consider, i n planning his sales, the tend- production department must recognize
ency of low shoes to replace high shoes, this, and make the goods available when
and would make up his sales estimate needed by the sales department. It must
accordingly.
plan its activities in order to realize the
Any contemplated changes in prices, utmost from the various productive facdiscounts, etc., should be considered in the tors, and still keep at a minimum the
light of their probable effect on sales. capital tied up in large inventories during

12

H A S K I N S & SELLS

the slack season. The production budget
involves the preparation of a statement
showing estimated material, labor, and
manufacturing expenses, by months, and
showing also unit costs. Obviously, purchase commitments, additions to the payroll, etc., should conform to the proposed
production.
The purchases budget for a trading
concern involves timing the purchases of
various commodities to make them available for the proposed sales. Factors to be
considered are such as the probable status
of the market during the budget period,
storage facilities, unnecessary tie-up of
capital in large inventories, etc.
The expense budget requires careful
consideration. A n estimate should be prepared showing, in detail, the selling, administrative, and general expenses to be
incurred during the period under review.
The estimate should be made in the light
of past experience and the program called
for by the sales budget. It should be
made by months. Some expenses, such
as administrative salaries, are relatively
fixed, while others, such as salesmen's
commissions, fluctuate with the volume of
business.
The preparation of the expense budget
offers rich possibilities for the control of
these items. B y planning the expenditures in advance, it is possible to consider
the need for each particular item in its
relation to the whole proposed program,
before making any commitments. Loading the camel's back up to the proverbial
last straw is avoided.
One of the first steps in preparing the
expense budget is an intelligent classification of expenses, i n order that it may be
ascertained that the total of a given kind
of proposed expenditures is not out of proportion, as well as that the individual items
are necessary.
If any capital additions to. plant and
equipment are contemplated during the
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budget period, an estimate should be
made thereof. A number of important
considerations are involved in planning
new construction or the purchase of new
equipment. First is the need for additions. It should be ascertained definitely,
on the one hand, that sufficient sales
are assured to justify the additions; and,
on the other hand, that the proposed additions are adequate for the program of
sales planned.
Careful consideration should be given
to the funds available for construction,
and to the financing that may be required.
It is necessary to consider also the probable return on the additional investment,
and the effect of increased charges for
maintenance, depreciation, interest, i n surance, etc., on the future income statements. Frequently these latter points are
overlooked.
A statement should be prepared, showing the changes in plant and equipment
decided upon, the capital required, and
the dates of payments.
After the budgets of sales, production
and purchases, expenses, and capital additions have been prepared, the next step
in an orderly planning of the year's activities is the preparation of a cash budget, to
aid i n arranging for the financing necessary to carry out the plans shown in these
statements.
The cash receipts for each month of the
budget period are estimated on the basis
of proposed sales and past experience i n
realizing on accounts receivable.
The
terms of sale and the experienced turnover
of accounts receivable are taken into consideration. The cash disbursements for
materials, labor, and expenses are estimated on the basis of the production and
purchases and expense budgets.
The difference between the estimated
cash receipts and cash disbursements for
each month of the budget period represents the increase or decrease in the cash
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position for the month because of operations. This difference is applied to the
cash balance at the beginning of the
month, together with estimated cash receipts from proposed bank loans, cash
requirements for liquidation of bank loans,
and cash outlays on account of additions
to plant and equipment. The final result
is an indication of the estimated cash position at the end of the month.
A n estimated balance sheet and profit
and loss statement frequently are prepared,
showing the probable effects of the plans
proposed for the period. Such statements
are an aid in determining the soundness
of the plans. Further, they constitute a
goal towards which to work.
The channels through which data should
be secured for the preparation of a budget
differ with various schemes of business
organization. Regardless of the method
pursued, the data should be co-ordinated.
Too much stress cannot be placed upon
this point. A l l of the departments and
functions of a business enterprise are
inter-related. N o intelligent plan of operations can be made without full co-operation from all. For example, an advertising
campaign cannot be planned without a
knowledge of sales expectancy, and of the
capacity of the plant to produce goods for
sale. Hence, the master budget should
be a statement of plans which embraces at
once all departments, as working together
towards a common end.
After the completion of the co-ordinated budget, comprising the plans for
the ensuing period, comparisons should
be made at intervals during the period—
usually monthly—to see how nearly actual results conform to the estimates.
These comparisons are for the purposes of
detecting deficiencies in carrying out the
proposed program, and of revising the
plans if necessary. The data as to actual
performance may be obtained from the
accounting
and
statistical
records.
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Only when a frequent check-up is
had is the fullest measure of control
realized.
As outlined in the foregoing, a budget
system in business is simply a means of
planning intelligently a year's operations
in advance, by estimating as scientifically
as possible the proposed sales, production,
expenses, capital additions, and financial
requirements, together with provision
for controlling the program during the
period.
The preparation of a budget involves
a study of the business as a whole, in
its relations to the outside world, and
frequently is the means of disclosing ways
of enlarging and strengthening the enterprise. The assembly of the plans of all
departments results in a well-considered
and profitable program of operations, and
makes for closer co-ordination of all the
activities. The estimate of expenses for
the period enables an effective control to
be established. This control is maintained by frequent comparisons between
the actual and the estimate.
A budget system may be made as
elaborate as desired, and may involve a
large corps of employes. The principle
is applicable as well to the smallest business.
A simple plan for utilizing operating
budget data embraces a form which is an
adaptation of the ordinary statement of
income and profit and loss. The income
and expense classification usually employed by a given organization constitutes
the basis for the budget statement, although any items may be subdivided or
elaborated as far as desirable. T o the
right of the account classification appear
the following columns: total budget,
total actual, January budget, January
actual, and so on through the months of
the year; as may be made clearer by the
sketch which follows at the head of the
next page:
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Total
Budget

February
January

Actual

Budget

Actual

February
Budget

Actual

Sales
Cost of goods sold
Gross profit
Selling expenses
Administrative expenses
Total
Net profit
Budget figures are entered in advance;
actual figures as they become available.
In the absence of complete actual monthly
figures, certain items only may be used, or
the form may be contracted to a quarterly,
semi-annual, or even an annual basis.
However, as departure from the monthly
basis becomes greater, the value of the
scheme becomes lessened.

A budget plan of this character may or
may not be ail that any organization needs.
It provides for a statement of operating
plans for the year and for monthly comparisons between actual and estimated
figures. A t least the plan illustrates the
whole principle of budget control which
quite frequently has been made so much
of a mystery.

Fraud Affecting the Assets
A U D in accounts is no new subject.
F RPracticing
accountants have been
coping with the appropriative inclinations
of abnormal individuals in business for
years. Book-writers have discussed the
subject at great length and from many
angles.
However, the frequency with
which fraud cases now are appearing, and
the relation which the matter has to the
practicing accountant and his clients, seem
to justify some further consideration of the
subject.
Fraud relating to the assets usually results in either overstatement or understatement thereof. The motive for overstatement is to inflate values, thereby increasing the surplus for the purpose of
gaining favorable credit consideration, or
deriving illegitimate gain on the refinancing
of a business enterprise or on the sale of the
assets pertaining thereto. The benefit in

cases of the latter kind accrues to one or
more principals involved as individuals in
the capital transaction.
The motive for understatement is to
conceal misappropriations of assets. The
benefit in instances of this character is
derived as a rule by some subordinate
employe, occasionally in collusion with
other employes or with confederates outside of the organization.
The officers of a certain corporation overvalued the inventories, thereby swelling
the surplus, improving the current position,
and inducing the banks to extend credit
which otherwise probably would not have
been extended. A n officer of another corporation caused the quantities in the inventory to be increased without warrant,
thereby inflating the inventories, and as a
result received more new shares in a refinancing and exchange scheme than he was
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justly entitled to receive. The net assets
of one corporation were sold to a purchaser
for cash and shares in another corporation.
The inventories were grossly overvalued
by increasing both quantities and prices on
the inventory sheets.
Overstatement of assets affects the
profits or the surplus. Profits or surplus
are overstated in an amount equal to the
inflation of the assets. There would be
no point in overstating one asset at the
expense of another; nor would any benefit
be derived from overstating the liabilities
in an amount equal to the increase in the
value of the assets.
Understatement of assets is a device to
conceal shortages therein. A n understatement of one asset may be accompanied by
understatement of liabilities, reserves, or
surplus, or by overstatement of some other
asset. Tracing back through surplus, the
understatement may be found to have
originated in an understatement of income
or overstatement of expense.
Little difficulty is found in detecting
what are known as "open" shortages, which
involve neither overstatement nor understatement. The wherewithal to satisfy
the requirements of the balance at a given
date simply is absent, or deficient in
amount. While there are various devices
used to misrepresent the substance offered
in satisfaction of such requirements, these
devices are easily penetrated and the
misrepresentations quickly exposed. A
custodian who is short and has not falsified
the records stands little chance of escaping
detection in case of verification of the
balance with which he is charged.
The cases which offer difficulty in the
matter of detecting shortages are those
in which the shortage is concealed by misrepresentation affecting transactions which
have occurred prior to the date of the
accounting. Misrepresentation may consist of false entry of a transaction itself, of
failure to enter a transaction, or of manipu-
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lation of records underlying the general
ledger for the purpose of concealing an
irregularity which otherwise would result
in an open shortage.
Overstatement of assets usually is conceded to be easier of detection as a practical matter than understatement. Overstatement usually should be detected by
verification of balances at a given date,
even though an attempt has been made
to manipulate the general ledger accounts
showing such balances. Understatement,
while theoretically as easy of detection,
requires verification of transactions, and
their entry i n the detail records, together
with verification of the mathematical
accuracy of such records. Practically, the
verifications of transactions and of the
accuracy of the records frequently are
precluded by limitations of time and
expense.
Overstatement of assets usually should
be detected by a balance sheet verification
or a balance sheet audit as it often is
called. In accordance with the general
concept of a balance sheet verification, the
scrutiny of transactions during a period
prior to the balance sheet date is not contemplated. Therefore, a balance sheet
verification may not be relied upon to detect understatement. In a word, nothing
short of a general audit may be expected
to detect the understatement of assets
whether such understatement is designed
to conceal fraud or merely is the result
of carelessness or of errors in principle.

Book Review
Boomer, Lucius M . Hotel Management.
(New York, Harper & Brothers, 1925.
486 p.)
Numerous articles have appeared dealing
with various phases of the hotel business
and certain of its problems, but this book,
as a study of the science of hotel management as a whole, is a pioneer. It has been
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written by a recognized leader in the hotel
world, the directing head of a chain of
well-known metropolitan hotels.
The book is stated by the author to be
addressed to investors, bankers, and others
who have financial contact with hotels, as
well as to persons actively engaged in the
hotel business. It is divided into four
parts, the first two of which, being extremely broad in scope, contain more of
interest to the general reader than the last
two, the primary appeal of which is to the
person who is, or contemplates being, i n
the hotel business.
A conspicuous characteristic of the book
is its readability. This quality results from
the liberal citation of concrete examples to
explain and relieve the enunciation of abstract principles, from the statement of
facts and figures evolved by experience, and
from the introduction of occasional quotations and anecdotes of general interest.
The practical hotel man will profit greatly
by a study of the data presented relative
to personnel requirements of a hotel, and
of the diagrams showing suitable arrangements of certain of its physical equipment.
He will also find material for much thought
in the many quotations from the operating
and service manuals of representative hotels.
Accountants will be especially interested
in the chapters entitled "Accounting Control" (two chapters), "Cost Finding,"
"Budgeting," "Graphic Presentation of
Statistics," and "Accounting and Finance
Departments." Those on accounting control contain a comprehensive set of illustrative financial statements together with
comments thereon, and some interesting
collateral information of a statistical nature,
such as the average rent expense per room
per night of hotels of various classes.
While from the viewpoint of accounting
theory exception might in several instances
be taken to the opinions expressed, the
practical value of these chapters is undiminished.
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The chapter on cost finding embraces
a description of a system of "food control," illustrated with a number of relative
forms. That on budgeting describes the
procedure which may be followed in compiling a budget, and contains some of the
forms which have been found to be appropriate in assembling the necessary data.
The chapters which have just been discussed are all found in the first two, or
general, parts of the book. That entitled
"Accounting and Finance Departments,"
on the other hand, forms a part of the more
specific sections which compose the remainder of the book. This chapter deals
with the personnel and functions of the
treasurer's and accounting departments.
It is supplemented by the reproduction of
many of the forms used, in a section of the
appendix. This appendix consists of several
sections and contains a quantity of matter
of direct practical value, among which may
be mentioned a table of depreciation rates
applicable to various classes of hotel property and equipment.
In conclusion, the practical nature of this
volume, its breadth of view, the increasing
magnitude and importance of the field to
which it refers, its copious bibliography,
and its great general interest combine to
make it a signal contribution to current
business literature.
S. B . S T E V E N S O N .

News Items
M r . Wildman addressed the January
Forum of the New Y o r k Credit Men's
Association on the subject of "Interpretation of Financial Statements."
M r . G . P. Auld, assistant manager of
our New Y o r k Broad Street office, addressed the N a v a l War College at Newport,
Rhode Island, on January 15, on "The
Dawes Plan and the International F i nancial Outlook."
PRESS OF WILLIAM GREEN, NEW YORK
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C C O U N T A N T S , particularly at this
season of the year, are likely to agree
heartily with Longfellow in his assertion,
"Life is real, life is earnest." What with
long hours, trying situations frequently
pyramided, pressure from all sides, and
ragged nerves, life may appear to be too
real, perhaps even to the point of discouragement.
Accountancy practice involves a life of
reality. It has to do with financial affairs,
than which in this world nothing is closer
to the hearts of men, or more sensitive to
mistreatment. It imposes great responsibility upon its practitioners and is severely
exacting in its requirements. But it is a
young profession, quite naturally with
something still to be desired before its
reputation has been completely established.
Accountants as a class are earnest men.
Sometimes they may take too seriously the
apparent incongruities of the business
environment with which they have to deal.
In their earnestness they may chafe
because the business world is so inconsiderate and slow to give credit to their efforts.
Gradually they are bound to come into
their own, because they believe i n their
profession and are willing to work hard.
The practice of accountancy calls for
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stamina, power, and real worth on the part
of its representatives. Stamina is significant of strength and vigor. Power is a
property that is manifested only in action.
Real worth is a measure of human value.
The test of a man's stamina is his ability
to stand up under pressure. The test of
power comes when the load is applied.
Real worth is displayed when the circumstances are trying.
The peak of the busy season is an opportunity to demonstrate power and stamina.
It is a chance to show the business world the
kind of stuff of which accountants are made.
It offers the privilege of helping to fix the
accountancy profession i n a place from
which it cannot be dislodged.
Longfellow may have written some
dreary poetry. Probably he never knew
of the accountancy profession, or that
accountants might need words of encouragement. B u t regardless of whatever else
accountancy may hold for the weary toiler,
at least for those who are interested i n their
profession there is some consolation to be
derived from the following sentiment:
"Lives of great men oft remind us, We can
make our lives sublime, A n d departing
leave behind us, Footprints on the sands
of time."
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Helping Ourselves
By E . L . KINCAID, C . P. A .
(In-charge Accountant, Newark Office)

A

B O U T November 15 of each year
nervous tension begins to creep upon
most of the in-charge accountants in our
organization, exacting heavy toll from those
affected by its mental and physical weakening processes. The reason for this condition is that we are again at the beginning of
a busy season with its large number of new
engagements, all engagements demanding more exacting attention owing to our
steadily improving methods of procedure.
However, the time element involved in this
immense amount of work remains comparatively stationary. This latter condition is
due principally to the provisions of the
Federal income tax law.
The serious problem is up for solution
again: that of completing each engagement
in the allotted time and still maintaining
the standard of service required. Paraphrasing a famous French resolution, we
may assert, "It shall be solved!" This
means added responsibility for every member of the organization. But undoubtedly
we are safe i n saying that the brunt of
this responsibility falls on the in-charge
accountants. The purpose of this article
is to suggest a partial solution of this
serious problem, which seems to be growing
more complex with each passing year.
We acknowledge that the best solution
would be the general adoption of the
natural business year advocated by one of
the founders of our organization, the late
Elijah Watt Sells. This plan is coming
more and more into general use, and in
time no doubt will solve the serious annual
problem in question. However, temporary
relief must be provided pending the general
adoption of the natural business year.
This relief must come through "helping
ourselves."

Just before the busy season each year
our personnel department is overburdened
with requests from our practice offices for
experienced in-charge accountants. The
supply available always falls far short of
the demand. The reason for this dearth
of men is to be found in the rigid qualifications which Haskins & Sells insist that
their in-charge accountants must meet.
What is the solution of this lack of
properly qualified men? Obviously, we
must develop our assistant accountants in
a shorter time than has been our wont.
Then when the busy season rushes in upon
us, threatening to trample us under, we
can utilize our trained assistants and, with
a minimum of supervision, render to
clients a better service than is possible
through the application of almost superhuman efforts on the part of the in-charge
accountants, in which they necessarily tend
to lose some of their astuteness.
The technical procedure department is
doing notable work for our organization,
but because of its lack of contact with the
majority of our assistant accountants, we
cannot expect this department to undertake
the development of the individual assistant.
The assistant must be trained while
employed at his daily work, through
thoughtful direction, planning, and instruction by the manager, supervising accountant, and in-charge accountant. It is
admitted that this supposedly is the manner i n which the assistant is trained at
present, unintentionally so perhaps in a
majority of cases.
Generally the manager and in-charge
accountant attack an engagement with the
sole thought of completing it as soon as
possible, rendering, of course, our usual
standard of service. The feeling often is
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that the assistant accountant is merely a
necessity to every engagement, who must
do certain work well. However, through
the thoughtful assignment of assistants by
the manager, and a proper appreciation by
the in-charge accountant of his ability, yes,
his duty, to help the assistant scale the
heights necessary to become an in-charge
accountant, we can accomplish a great deal.
Even more depends on the in-charge
accountant than on the manager. O n
every engagement the accountant's contact with the assistant affords him the
opportunity of helping the assistant to
develop. B y planning the work so as to
give the assistant an opportunity to see the
methods employed i n the general verification of the accounts, and explaining the
reasons for the methods used; by inviting
questions on obscure points; by discussing
intricate and unsolved problems offered by
the engagement (listening attentively to
the assistant's remarks, as often he makes
very helpful suggestions); and by occasionally giving him the privilege of doing
an important piece of work while the
accountant i n charge does some of the
assistant's trying tasks; the accountant in
charge is doing his duty to the assistant,
to the organization, and to himself.
Upon adopting such a plan of procedure,
the first surprise will be the added zest with
which the work is undertaken. Also the
unusual smoothness and speed with which
the engagement progresses will be readily
noticeable, the reasons therefor being the
added interest and good-will of the assistants. N o man ever accomplished great
things alone.
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The old method of telling the assistant
nothing and assuming he knows less is all
wrong. A story was told some time ago
by one of the present in-charge accountants,
whom we shall call M r . A . Some years
ago, shortly after M r . A . became an assistant accountant on the staff of Haskins &
Sells, he was sent out on an engagement
with an in-charge accountant, whom we
shall designate as M r . X . During the
engagement M r . X . was continually asking
M r . A . questions of procedure, opinions,
etc., and also gave him some accounts to
analyze which seemed to be of especial
importance. M r . A . could not understand
why he was being shown such deference by
M r . X . and concluded that M r . X . ' s ability
must be open to question. However, the
engagement was most satisfactorily completed. Later M r . A . made some casual
inquiries concerning M r . X . and to his
surprise found that M r . X . was recognized
as one of our most able accountants, and
that he was a certified public accountant
of several states.
M r . X . is a favorite with all assistant
accountants. There is no doubt but that
much of his success as an accountant is due
to the interest he shows i n those with whom
he is associated. W h y cannot all in-charge
accountants be like M r . X . ? B y taking a
whole-hearted interest i n their fellowassistants, in-charge accountants are helping their assistants to attain that knowledge and self-reliance which they need in
order to be most helpful i n time of need.
The plan is practicable. It pays substantial dividends mentally, physically, and
financially. Let's give it a trial.

The Distortion of Surplus

S

U R P L U S , in its simplest conception,
signifies an accumulation of profits.
Thus, it was used probably in the earliest
balance sheets, the exact date of which history has failed to record. I n the process of

evolution, culminating in the present-day
balance sheets of corporations particularly,
it has lost much of its original significance.
Now, frequently it serves as a convenient
balancing figure, representing the excess of
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asset values as stated over the aggregate
of amounts designated as liabilities and
capital.
When the merchant of antiquity risked
his money i n a venture, it was with a view
to gain. When the venture was completed,
if a gain resulted, he had more money than
when he started. If he withdrew his gain,
his capital remained i n the amount originally ventured. If he allowed his gain to
remain and he reinvested the whole amount
in a new venture, his total investment,
judged i n comparison with what he had
when he started, was composed of two
parts: original capital and profit. Repeating the process with success, the results of
his venturing expressed i n relation to the
capital invested in his first venture were
accumulated profits.
Modern
business
enterprises
have
assumed such proportions and have become
so involved that business capital no longer
follows the simple course from cash to
goods and back into cash, carrying with it
the profit resulting from the transactions.
Production and distribution in keeping pace
with advancing civilization have developed
complexities hitherto unknown. M a n u facturing has become a prominent activity
of business. Credit has become an important factor; its recent unprecedented expansion a matter of some concern.
Business capital now of necessity must
tread through an enlarged cycle, comprehending cash, raw materials, goods i n
process of manufacture, finished goods,
accounts receivable, and notes receivable.
In the current cycle, no profit adheres to the
capital until it reaches the stage of accounts
receivable. The profit does not arise until
there has been an exchange of enforceable
rights, the seller acquiring the right to
recover his original capital invested in
goods, plus the profit which he has added.
After one complete cycle, the profit on the
first turn is merged with the original
capital. During the progress of subsequent
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turns the profit may be strewn along the
way, so to speak, i n any of the assets representing the stages in the cycle.
The original function of the surplus
account was to show the amount of the
accumulated profits. It was the measurement of increase i n asset values, by reason
of profits merged therein, over the amount
of the original investment of capital.
Apparently, no one ever has attempted to
place upon surplus the burden of showing
the particular location of the profits. The
reason probably is obvious. As yet the
way to do so appears not to have been
discovered.
Profits need not be confined i n their
location to current assets. If a vendor of
merchandise is able to continue his regular
volume of business, and without borrowing,
to pay for the construction of a building in
which to house his enterprise, the presumption is that he does so out of profits. Y e t
no one is able to say just how the cash
which he paid to the contractor is divided
between original capital and profits.
Furthermore, no one is concerned particularly. The operation in itself represents
no profit. It is a mere conversion of an
asset i n one form into that of another form.
Therefore, the question of surplus is not
so much a matter of where the profit rests
as of how much has been accumulated.
Events of recent years have given rise to
increases in the surplus account representing matters other than profits. Changes
in price levels have been the cause of many
upward revaluations of property which,
when given effect in the asset accounts,
had to be reflected somewhere on the opposite side of the balance sheet. Legislatures
of various states, i n attempting to remove
par value from shares of capital stock, have
caused arbitrary amounts to be segregated
and designated as capital, with the result
that capital in excess of such amounts must
be forced into some other account.
Surplus has been a favorite dumping
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ground for odds and ends which were not company with an operating deficit which
wanted elsewhere. If the property account had accumulated over a period of several
was written up, surplus took up the years might cause its ore bodies to be
increase. If shares of stock without par remeasured, the content, sales thereof, and
value were sold for $100, as they may have profits therefrom to be estimated at the
been formerly when the par value was present worth and revalue the property on
$100, some nominal amount per share was that basis. The resulting increase in value
credited to capital account and the re- might be credited to surplus, thereby
mainder was thrown into surplus.
hiding entirely the deficit. The purchaser
of
shares in a corporation, the balance sheet
The result of conditions has been that a
of
which concealed a situation of this charsurplus item on the balance sheet no longer
acter,
might have just reason to claim that
may be accepted without question as reprehe
had
been misled.
senting accumulated profits. T o use a
current expression, it may mean almost
The correction of this abuse is to be
anything. The range of possibilities may found in at least one of two ways. Preferinclude paid-in capital, premium on capital ably, perhaps, the surplus should be stated
stock with par value, appraisal of physical on the balance sheet, so analyzed into items
property, revaluation of oil or mineral as to show its general derivation, for
deposits, adjustment of merchandise inven- example, so much respectively from operatory values, revaluation of securities owned, tions, from appraisal of property, from
book profits resulting from exchange of apportionment of paid-in capital. The
securities, conversion of capital stock on alternative is to separate all other surplus
bonds payable, and what not. Thus, from accumulated profits and designate it
might result the distortion of what origi- as capital surplus.
nally was intended to reflect the amount of
This discussion is not concerned with
profit included in the assets over and above the question of whether or not divithe amount therein represented by the dends may be provided for out of capital
capital contributed to the enterprise.
surplus. That question is one for the law
T o illustrate the foregoing: a mining to decide.

Technological Background

S

O M E of the progress which has been
made in the field of industrial chemistry
is set forth by Hugh Farrell i n a pamphlet
entitled "What Price Progress," issued by
the Chemical Foundation, Inc., New Y o r k
City. M r . Farrell wrote, this material as
financial editor of the New Y o r k Commercial, and the material appeared originally i n
serial form therein.
The age in which we live is an age of
wonders; it is an age of mystery. In no
field, perhaps, have the causes for wonder
been greater than in the field of chemistry.
As far back as the memory of the oldest
inhabitant goeth, it has been proverbially

true that "you can't make a silk purse out
of a sow's ear." Yet, within the past two
or three years this accomplishment has
been reported.
M r . Farrell calls attention to the part
which wood and its derivatives play i n the
industrial world, associating the heterogeneous products of paint, silk stockings,
and dynamite. That alcohol and paper
come from trees is known generally. Fewer
persons are familiar with the fact that much
of the material which appears to be beautiful silk is not silk at a l l ; instead it is cellulose, one of the constituents of wood,
which has been treated chemically.
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" A new process for doing this (freeing tively small industry recently told me that
copper from other elements) has been if he failed to save his concern 3200,000
successfully employed in some operations. each year he began to feel uneasy about
It is called 'selective flotation,' and it pro- his job."
duces a much higher concentration of copT o the unimaginative mind there is
per than the older process, giving more free no relation between the technology of
copper, free silver, and free gold i n the industry and public accounting. T o the
initial operation. This higher concentrate public accountant whose imagination
enables the producer to charge more copper carries him sufficiently far, M r . Farrell
into his furnace and results in a considerable has opened up a broad vista of chemreduction in equipment, fuel costs and istry i n industry. There is little doubt
other items of expense. A saving of a that many of the problems of cost accent a pound may mean the difference counting which now baffle solution will
between a dividend and no dividend, and be solved i n the future with the aid of
it is usually the companies which are most chemistry. Technological background is
alive to the latest developments in science extremely useful today i n dealing with
that save the cent.
the accounting problems which run into
"One chemist connected with a rela- industry.

Book Reviews
Reed, Harold L . Principles of Corporation Finance. (Boston, Houghton, Mifflin
Company, 1925. 412 p.)

economic life of a typical business enterprise, tracing through the stages of organization, operation, expansion, failure, and
reorganization. This, obviously, is the
A somewhat critical examination of this same old story, but it is told by the author
volume causes the reviewer to conclude with a good deal of crispness and with
that it is a book which should interest the particular consideration of current condigeneral reader on financial and accounting tions i n their relation to enterprise. Reitersubjects as well as provide knowledge for ating what the reviewer has repeatedly
aspiring students. The observations to be said on the subject of books dealing with
made concerning the book are, i n the main, corporation finance, this book would serve
commendatory i n character. Its worst admirably the purpose of any one confault lies in the fact that it is spotted occa- cerned with laying a firm foundation for an
sionally with "high-brow" language which understanding of accounting. Further, it
tends to annoy the general reader, particu- contains an excellent chapter on the interlarly i f he has not had the advantages of pretation of an income statement, notassociation with modern economists, who withstanding the fact that the discussion
have a phraseology of their own. The deals with the income statements of railaverage reader is likely to work fairly hard roads.
before he gets much sense out of such titles
A parting word of praise which may be
as "Criteria of successful forethought."
said i n behalf of the book is that it is conHaving said the worst, the fact remains cise as well as comprehensive. Concisethat the author has produced a volume in ness is an important consideration to the
which the subject is logically developed, general reader.
the ideas are good, and the exposition
generally is clear. The plan follows the
Hodge, Albert C . Retail Accounting and
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Control.
(Chicago, The University of
Chicago Press, 1925. 539 p.)
This book is one of a series entitled
"Materials for the Study of Business,"
being prepared by members of the faculty
of the School of Commerce and Administration of the University of Chicago,
primarily for use i n connection with the
business curriculum in that institution.
A l l of the courses in business there are being
developed in accordance with a well-ordered
plan, with a definite objective i n mind—
the training of men for the task of intelligent and successful administration of business enterprises. I n this scheme accounting is regarded primarily as an aid to the
business administrator in exercising his
functions of control.
M r . Hodge's book falls i n with this
general arrangement. The first chapter is
entitled, "The Control Problem i n Mercantile Establishments." It contains the
following statement:
"There are * * * many students of
business problems, and of accounting in
particular, who are thoroughly familiar
with orthodox accounting theory and practice, but who have not yet been led to
recognize the fact that the activities of
the accounting department i n a large
modem business enterprise constitute only
one phase of a broader group of activities,
all with the common end of facilitating the
formulation of business policies and the
control of the operations by means of
which these policies are carried out."
The discussion is concerned almost entirely with department stores, as comprehending all of the problems involved in any
form of retail establishment.
The initial chapters are devoted to department store organization, with particular emphasis on the prevailing tendency
to organization by functions of the business,
as opposed to organization by departments.
Next is a discussion of the various account-

ing and statistical reports required by the
management in connection with the various
functions carried on within the business.
Some space is devoted to budgeting and
the use of estimates.
The preparation of significant statements involves the question of proper
classification and allocation of expenses.
Four chapters are given over to a comprehensive treatment of this subject, with
consideration being given primarily to
maintaining an effective control over expenses, and secondarily to finding accurate
costs.
The matter which has been described
constitutes about half of the text. The
latter half is concerned with the sources of
the various kinds of information required
by the management i n the administration
of the business. This involves a description of the procedure and records involved
in the buying and selling and other functions of a department store. Numerous
forms are reproduced.
A n appendix consisting of four cases
describes the organization and procedure
in as many retail establishments, and is
valuable as illustrating the text.
Questions for class discussion and, i n
addition, several exercises appear at the
end of the various chapters throughout the
book.
In the reviewer's opinion, M r . Hodge has
made a distinct contribution to accounting
literature. He has told the story i n a
logical way, and apparently in the right
way.

Jacksonville Office
The firm announces the opening on
February 15 of an office in Jacksonville,
Florida, i n the Atlantic National Bank
Annex.
M r . Gordon M . H i l l , for many years connected with the organization, will be manager of the new office.
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News Items
M r . Rossetter has been elected a director
of the Chicago Association of Commerce
for the following year.

M r . R. J . Leo, manager of our Portland
office, has been appointed chairman of the
Committee on Finance, of the Portland
Chamber of Commerce.

M r . Raymond C . Reik, manager of our
Baltimore office, spoke on "The Public
Accountant in M a r y l a n d , " at a joint meeting of the certified public accountants and
the public accountants of Maryland on
December 8.

M r . L . J . Hoffman, of our Chicago office,
is to be congratulated on his recent attainment of the Wisconsin C . P. A . certificate.

M r . A . F . Wagner, manager of our
Minneapolis office, has been appointed
chairman of a Committee on Relations
with Bankers, of the Minneapolis Chapter
of the American Institute of Accountants.

M r . E . F . Wetteroth, assistant manager
of our Saint Louis office, addressed a meeting of the Southern Division of the Illinois
Manufacturers' Costs Association, held at
the Missouri Athletic Association, on
February 19, 1926. M r . Wetteroth's subject was "Federal Income Taxes with
Reference to Changes Indicated by the
New L a w . "

M r . C . N . Bullock, assistant manager at
Detroit, is chairman of the Committee on
Publicity and Education, of the Michigan
Association of Certified Public Accountants. M r . Tilton is chairman of the Association's Committee on Ethics.
M r . Bullock also is a member of a committee appointed by the mayor of Detroit,
at the recommendation of the Board of
Commerce, to conduct an inquiry regarding
business methods at the House of Correction i n the operation of its furniture factory and laundry, with a view to the i n stallation of a cost system.

A t the recent annual meeting of the
Northern Ohio Chapter of the American
Institute of Accountants, M r . Hugh L .
Patch, of our Cleveland office, was elected
a director and vice-president for the ensuing year.
M r . Thomas V . Barb, of the Providence
staff, has received the Rhode Island C . P.
A . certificate, as the result of his success in
the fall examinations.
M r . W . L . Cranford is to be congratulated on his attainment of the C . P. A .
certificate of the State of Connecticut.
M r . Cranford, who for several years was
associated with our New York Thirty-ninth
Street office, is now a member of the
Buffalo staff.
We note with pleasure that M r . Fletcher
O. Johnson, of our Seattle office, has
received the Washington C . P. A . certificate. M r . Johnson was one of four successful candidates out of forty-two who
sat for the recent examinations in that
state.
We have pleasure in announcing that
M r . N . O. Geisinger, who for some time
has been engaged in practice in Dover,
Ohio, has become affiliated with our organization. M r . Geisinger will be a member
of the Cleveland staff, and his former
clients will be served by the Cleveland
office.
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The Age of Opportunity

C

U R R E N T conversation frequently has
it that the days of opportunity in
business for intelligent, hard-working young
men are no more. Influence—political,
social, or ancestral in character, it is
claimed, now is essential to advancement.
Without influence, so the argument runs,
no amount of diligent effort will find its
just reward.
A moment of reflection is all that is
required to explode this theory. W i t h the
country generally experiencing a condition
of business activity unrivaled in its history,
when, if ever, has there been greater
opportunity for young men with brains and
ability to use them? When, i f ever, has
opportunity been less dependent upon
"race, color, or previous condition of
servitude"?
But real business ability on the part of
almost all human beings is a matter of
education and training. Some individuals
like some singers and some artists to their
professions born, are "touched" with business magic, so that without any effort on
their part business success follows in their
wake. For the majority, the rewards
which business has to offer are obtained
only after years of study and practice,
which are merely other terms for education
and training.
The accountancy profession is not unlike

business with respect to opportunity.
Probably it is safe to assert that the aggregate volume of practice i n the country this
year will be the largest in history. Never
have engagements been more complex and
difficult to handle. Comparisons with the
general run of engagements of even ten
years ago undoubtedly would show that
the practice of accountancy today is
attended not only with many more problems but with problems of much greater
intricacy.
The time when there were fewer accountants capable of handling difficult engagements is not recalled by the "oldest i n habitant." The occasions when managers
cry out i n their anguish and offer a kingdom for an accountant who measures up to
the requirements of an unusually complicated engagement are becoming too numerous for comfort.
In view of conditions it scarcely may be
said with truth that the age of opportunity
in accountancy is no more. Opportunity
never knocked louder. O n the other hand
it never has been more discriminating and
exacting. Today, the way to opportunity
is along the lines of education and training.
Education may be said broadly to mean
the acquisition of knowledge. The test
of education is the thoughtful application
of knowledge to the day's crop of work.
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Modified Statements Giving Effect to Proposed Financing
BY HOMER N .

SWEET

(Of Lybrand, Ross Bros.&Montgomery)
[EDITORIAL N O T E :
The following article by Mr. Sweet appeared in the November, 1925, issue
of the L. R. B. & M. Journal. Because of its timeliness and excellence permission has been
obtained to reprint it. Unfortunately, limitations of space have precluded reproduction of the
entire article. With much regret it has been necessary to omit Mr. Sweet's discussion of no-parvalue stock, of modified statements of earnings, and of accountants' certificates and similar
matters in connection with modified statements.]

I N V E S T M E N T banking houses purchase
new issues of industrial bonds and stocks
and offer them for sale mainly on the
strength of the representations of financial
condition and earning capacity. It is
customary for bankers to offer the securities
for sale before the bonds or stock certificates have been delivered or even issued;
hence, the phrase "when, as and if issued."
Nor does the corporation receive funds for
the securities until after the offering to the
public. Y e t a statement of financial condition to be enlightening to prospective
purchasers, must exhibit the assets, liabilities and capital accounts as they will
appear after consummation of the various
transactions incident to the financing. A
balance sheet as of a prior date, adjusted
to give effect to proposed financing yet to
be consummated, is called a modified
balance sheet.
Modified balance sheets are given wide
circulation and publicity. The banking
house which organizes the syndicate shows
them to other houses through which wholesale lots of the securities may be sold.
They are reproduced in the bankers' circulars or prospectuses and are distributed
by mail to hundreds and thousands of their
customers. Salesmen of the banking
houses will show the balance sheets to
prospective purchasers of the securities.
The balance sheets are filed with the
authorities who administer blue sky laws
in various states. Financial advertisements in the newspapers mention the
amounts of net assets and net current
assets derived from the modified balance
sheets.
N o greater responsibility devolves upon

the public accountant i n any branch of his
work than that which attends the certifying
of modified balance sheets. A material
error in a modified statement certified by a
public accountant would reflect seriously
upon his reputation, not to mention the
possible legal consequences of his negligence. The accountant should take every
prudent precaution, within the legitimate
scope of his work, to save his clients, the
bankers and himself from making inadvertent misrepresentations of fact.
Bankers for their own protection usually
insist on having certified statements as a
condition of their buying industrial bonds
or stocks for sale to their customers. Industrial issues are seldom offered without
mention in the advertisements and circulars that the accounts and statements have
been certified by independent auditors.
When large syndicates are organized, many
of the participants will join without making
extensive investigation into the finances
of the corporation and will depend chiefly
upon the reports of the accountants and
appraisers. The accountant is, therefore,
regarded as i n a responsible relation to
members of the syndicate as well as to the
ultimate buyers of the securities, although
his employment is by the corporation.
What has been said about a modified
balance sheet applies with equal force to a
statement of earnings which the accountant
may be called upon to certify. Usually
the accountant is asked to certify the earnings as well as the balance sheet.
Bankers often look to the accountant for
correct information about details of the
modifications that have been effected i n the
balance sheet and details of income, depre-
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ciation, interest, dividends, etc.
The
bankers need this information to answer
the questions that are likely to be asked by
customers and other inquirers.
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plied i n the manner disclosed on
the statement.
T o the above conditions the writer believes there should be added three more:
a. That certification of a modified
Conditions Precedent to Certification
balance sheet must be predicated
of Modified Balance Sheet
upon a thorough audit of the entire
balance sheet.
Notwithstanding the wide circulation of
b. T h a t effect must be given i n the
certified balance sheets and income figures
modified balance sheet to all the
as representations in the offering of i n contemplated transactions, not exdustrial securities and the onerous responcluding any, that may affect the
sibility which the accountant assumes in
equities of the investors.
certifying to those statements, the technic. That the accountant shall have satiscal books and journals furnish little guidfied himself that no representation
ance to the practical accountant concerning
at variance with the facts he has
the principles and pitfalls of this important
verified is to appear in the circular.
branch of accountancy. The only formuW i t h this declaration of general prinlation of principles relating to modified
balance sheets of which the writer is aware ciples i n mind, we can profitably proceed
is in the report of a special committee of to discuss their applications.
the American Institute of Accountants,
The classes of transactions to which
which was published at pages 168 and 169 effect is given i n a modified balance sheet
in the year book for 1923. That report is are: issuance of securities, application of
instructive and the recommendations in it proceeds from securities, revaluation of
should be observed carefully by public fixed assets, assumption of liabilities and
accountants. The accountant may prop- disposition of discount and bond premiums.
erly certify to a modified balance sheet,
according to the recommendations of that Issuance of Securities
committee, under certain conditions. In
The agreement between the bankers and
abbreviated language those conditions are: the corporation is the authority on which
1. That the subsequent transactions the accountant can rely for many of these
shall be the subject of agreement facts:
between responsible parties.
Amount and description of securities to
2. That the subsequent transactions
be authorized and issued.
shall be scheduled to take place
Essential terms to be embodied in new
reasonably soon, say within four
bond indenture or capital stock promonths, after the date of the balvisions.
ance sheet.
Definitions of current assets.
3. That the accountant shall have satisAmendments to be embodied in existing
fied himself that no other transbond indenture or capital stock proaction or development has ocvisions.
curred to affect adversely the comProperties to be mortgaged or released
pany's financial condition.
from prior mortgage or pledge.
4. That the character of the transacVoting trusts for control of stocks owned
tions to which effect is given shall
in subsidiary companies.
be clearly disclosed on the statePrice to be paid by bankers to the corment.
poration for the securities.
5. That the accountant shall have satisCommission, if any, to be paid to the
fied himself that the proceeds of
bankers for their services apart from
the financing can and will be apthe price to be paid for the securities.

28

H A S K I N S & SELLS

Liability for fees of appraisers, accountants and lawyers.
Stock to be reserved for warrants.
Options for later purchases of additional
stock or bonds.
Basis of immediate conversion or exchange of securities.
Basis of future conversion privileges.
Arrangement for distribution of stock
dividends.
Arrangement for creation of surplus by
reduction of capital stock.
Arrangement for creation of special
surplus by write-up in valuation of
properties.
Application of proceeds from sale of
securities.
A n y of the above may have a bearing
on captions and amounts i n the balance
sheet. Each provision i n the agreement
between the corporation and the bankers
must be carefully studied to ascertain
whether it has any relation to the balance
sheet. Some of the less obvious applications may well be considered here.
The contract may provide for the authorization of a larger amount of bonds than
are to be presently issued and the interest
rate on the future issues may be left open
for determination at the time of issue. If
the amount of authorized bonds is mentioned in the balance sheet, the explanations must be so phrased that the interest
rate on the current issue will not be made
to apply to the entire amount authorized.
If current assets are defined, the classification of current assets i n the modified
balance sheet should correspond with that
definition, provided it does not violate
sound accounting principles. The amount
of net current assets mentioned in the circular should not, without notice, be inconsistent with the definition of current assets
which is to be written into the indenture.
When there are subsidiary or affiliated
companies, careful consideration must be
given to the question whether a consolidated balance sheet or a partially consolidated balance sheet or a balance sheet not
consolidated is the best representation of
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financial condition, as far as current assets
are concerned, for the purposes of a particular offering of securities. Determination
of the proper form of the balance sheet must
be judged largely on the proposed terms
of the indenture and the representations to
be made in the circular.
Amendments to be embodied in existing
bond indentures or capital stock provisions may necessitate revision of the
descriptions of those securities as they
have appeared on previous balance sheets
of the company.
Careful attention should be given to
any provisions about mortgaging of properties and release of properties from
prior mortgage or pledge. These provisions may affect notations of hypothecations on the face of the balance
sheet. The accountant should check his
record of hypothecations against the list
of properties to be brought under the
mortgage. B y this comparison he may
detect inconsistencies between his tentative balance sheet and proposed statements i n the draft of the circular.
If the first mortgage covers only fixed
assets of the parent company and there
are large holdings of real property by
subsidiary or affiliated companies, a balance sheet which consolidates the fixed
assets of all the companies may be misleading to a purchaser of the bonds unless
suitable explanation be made on the balance sheet or in the circular.
If stocks owned by a parent company
in subsidiary companies are placed in a
voting trust to insure control by a special
committee in lieu of a direct lien on the
stocks or assets of the subsidiaries, that
fact should be noted on the balance sheet.
Proposed distribution of stock dividends should be given effect in the capital
and surplus accounts. A n y proposal to
declare stock dividends out of unrealized
surplus created by writing up asset accounts should receive thorough investigation on the part of the accountant. U n less he can determine for himself that i n tegrity of enhanced value in the asset ac-
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count is fully demonstrated he may be
justified i n withholding his certification
of the balance sheet. In any event, there
should be a disclosure i n the preamble of
the balance sheet of the source of any
unrealized surplus purporting to be available for distribution in stock dividends.
The agreement may specify the terms
of conversion or exchange of securities.
Guided by those specifications, the accountant should make appropriate adjustments i n the balance sheet.
If the balance sheet is to be set up on
the assumption of the exercise of an option which has not lapsed, that fact
should be disclosed on the balance sheet.
If the company has any of its own
shares or bonds in the treasury which by
agreement are to be reserved for warrants
or options, appropriate explanation thereof should be written against the item of
"treasury securities." Notice may properly be written on the balance sheet of
the fact that authorized shares unissued
are, by agreement, to be reserved for warrants or options.
* * *

Application of Proceeds
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preferred stock provisions should be carefully read to ascertain the call price and
the date of redemption. If the date of
redemption of the old issues is subsequent
to the date of sale of the new securities,
then the corporation may be put to the
expense of double interest; that is, it may
pay interest for a time on both the old
and the new securities. This excess i n terest may be partially offset by interest
to be earned on funds from the new securities while on deposit until withdrawn for
redemption of the old securities. The net
expense for double interest should be
allowed for i n the estimate of expenses of
the new financing.
Certain adjustments may be suggested
which the accountant should not accept
as legitimate modifications in a balance
sheet giving effect to financing. One is the
application of proceeds to the reduction
of current liabilities below a normal
amount of payables. A corporation in
active business must show at any date
some indebtedness for unpaid purchase
invoices, expenses and accrued items. T o
reduce current liabilities below a normal
amount on a modified balance sheet would
have the effect of representing a condition which could not exist.
Another type of adjustment also to be
avoided is the reduction of liabilities accomplished by an assumed liquidation of
accounts receivable or other assets not the
subject of a contract of sale. Accounts
receivable of a business acquired may be
disproportionately high, but i n absence of
enforcible guarantees the corporation
which buys them has no rights superior
to those of any other concern, by which
it can lay claim for early collections.
Even though the accounts receivable are
good accounts judged by the usual tests,
the corporation cannot fairly represent
the asset on the balance sheet except as
accounts receivable.

The authority for application of part
of the proceeds may be found in the contract with the bankers. The cost of acquisition of new properties to be defrayed
out of proceeds of financing will be specified in a contract between the corporation
and the seller. The cost of new construction should be supported by a contract or
by estimates of reliable engineers. Reduction of floating debt, often one object
of new financing, is an example of application not ordinarily covered by contract:
evidence of the company's intention should
be covered by a letter from a responsible
officer of the corporation. The amount
of cash to be added to working capital out
of the proceeds of financing should be confirmed by a letter from the company.
When outstanding bonds or preferred Revaluation of Fixed Assets
stock are to be retired from the proceeds
Independent appraisals may be acof new financing, the bond indentures or cepted by the accountant as the basis for
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revaluation of fixed assets, provided the
corporation declares i n writing its intention to adjust the book values of the fixed
assets to accord with the appraisals.
The accountant should examine the report of the appraisers carefully to determine the amount of the adjustment to be
made i n book values. The appraisal may
not cover all classes of property which
the corporation has carried on its books
as fixed assets, or it may not cover fixed
properties of all branches and outlying
stations of the corporation. On the other
hand, the appraisal may include nondurable tools which the corporation may
be carrying as inventory.
Conceivably the book value of fixed
assets might be less than the appraised
value because of excessive allowances on
the books in prior years for depreciation.
If that be so, the write-up in book value
to accord with the appraisal may properly be carried to the credit of earned
surplus. More often, however, the appraised value is higher than book value
for two reasons: appreciation in prices
and the fact that visible depreciation as
observed by the appraisers is usually less
than straight-line depreciation accumulated on the books. It is well settled
practice, therefore, that a write-up i n
book value of fixed assets, which does not
represent realized earnings, should be
credited to a special surplus account entitled, for example, "Surplus arising from
revaluation of fixed assets." If the appreciation were credited to the regular surplus account for undivided profits, the
financial statement would to that extent
be misleading.
That is the practice to be observed i f
the same corporation is to continue the
business with a written-up book value of
plant. Should the plant assets, however,
be purchased by a new corporation and
securities issued on the basis of appraisal,
then the question of the special surplus
does not arise.
It is not out of place to anticipate at
this point what effect a revaluation of
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fixed assets may have on future net earnings as influenced by provisions for depreciation. Depreciation of property acquired by a new corporation should be
reckoned on the cost of the property. If
that cost is higher than the former
book value, depreciation expense will be
larger for the new corporation than it
was for the predecessor company. On
the other hand, if the same corporation
continues the business, the amount added
to plant account by way of revaluation
can be amortized by charges to the special
surplus account and depreciation expense
can be computed on the former book value.
Depreciation expense chargeable against
annual income would then be on a basis
comparable with past allowances.
Surplus arising from revaluation must
not be dissipated by charges that do not
amortize the value added to plant account.
If charges for losses or any extraordinary
expenses were made to surplus arising from
revaluation, the balance i n that account
would be reduced to zero before all the
amortization shall have been written off.
The remaining balance of appreciation
on the asset side could be later depreciated
only out of income.

Liabilities Assumed
Acquisition of the net assets of a business usually involves the assumption of
liabilities by the buyer. The purchaser,
however, may not assume all the liabilities
of the predecessor business.
Mortgage
liability and liability for federal taxes for
certain periods are examples of obligations of the seller that may not be taken
over by the buyer. The agreement of
purchase will specify what liabilities the
buyer undertakes to assume.
The contract between the corporation
and the bankers will disclose which party
is obligated for fees and other expenses
incident to the flotation of securities. In
addition to fees of appraisers, accountants
and lawyers, financing entails expense for
engraving of certificates, state taxes, transfer taxes and the like; also, possibly, double
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interest, which has already been discussed.
A liability should be included in accounts
payable on the modified balance sheet for
the estimated amount of these expenses.
The expenses for a bond issue may be
carried as a deferred debit, subject to amortization over the life of the bonds, or they
may be charged immediately to surplus.

Disposition of Discounts and
Premiums
When the proceeds of new financing
are to be applied i n whole or in part to
the retirement of a previous bond issue,
the accountant has to pass upon the disposition of premiums, i f any, to be paid in
retiring the old bonds, the balance of unamortized discount on the old bonds and
the discount on the new bonds. Premiums
on the old bonds are an immediate charge
to surplus in the modified balance sheet:
this accords with sound accounting practice and with the income tax regulations.
The balance of unamortized discount on
the old bonds should likewise be considered
as a charge to surplus for the modified
balance sheet.
Discount on the new bonds may be
carried as a deferred debit in the modified
balance sheet subject to amortization over
the life of the bonds. It should be said
that deferring and, amortizing the new
bond discount are obligatory, rather than
permissive, i f future income is to be
charged with total actual interest which
includes amortization of discount besides
interest paid to the bondholders. The
Interstate Commerce Commission, however, grants to companies under its jurisdiction the option of carrying bond discount as a deferred debit i n the balance
sheet, subject to annual amortization, or
charging off the discount forthwith to
surplus.
The objection that charging
discount to surplus when bonds are issued
overstates annual net income i n subsequent years is not merely a theoretical one
when the bond indenture provides that
dividends shall not be paid on the common stock except out of earnings accruing
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subsequent to a specified date. Certainly
annual earnings regulated by such provisions should, in justice to the bondholders, be charged with a pro rata share
of the bond discount.
T o say that premiums and discounts
on old bonds should be charged to surplus
does not settle the problem in all its ramifications. A further question still remains
to be answered, viz., to what surplus account should the charges be made: to
earned surplus, or to capital surplus, or
to surplus arising from revaluation of
fixed assets?
T o charge premiums and discounts to
surplus arising from revaluation from fixed
assets would reduce the balance of that
account below the amount of appreciation
in the fixed assets account. It has been
pointed out already that exhaustion of
the special surplus account before the
write-up i n value has been entirely extinguished would shunt the remainder
appreciation eventually into the income
account. In effect, the result would be
equivalent to postponing the writing off of
the premiums or discount for the time being
and later charging them to income under
the guise of amortization of fixed assets.
Such a practice is unsound and deceptive.
Premiums and discounts should not be
charged to surplus arising from revaluation.
Whether premiums and discounts may
properly be charged to capital surplus is a
question that accountants decide i n the
negative, except when the company is
incorporated in a state whose statutes beyond a doubt sanction the availability of
capital surplus for dividends.

* * *
Editorial Comment

A

N illustration of the unsatisfactory
statements which result from failure to
observe all of the principles enunciated in
the foregoing may be found i n the balance
sheet which appeared in connection with a
recent offering of securities.
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The offering was an issue of preferred
stock of a certain corporation. It was
made for the purpose of securing funds with
which to retire an issue of bonds outstanding. The preferred stock was sold to the
public by bankers, pursuant to an agreement between the corporation and the
bankers, dated a few days prior to the
announcement of the new issue.
The balance sheet, however, which
appeared i n the circular advertising the
offering, adjusted to give effect to the proposed financing, bore a date approximately
six and one-half months earlier than the
date of the agreement and the consummation of the transactions contemplated
therein.
Obviously, it is not possible, in making
an offering of securities, to present up-tothe-minute financial statements. A n i n terval of time must be allowed for accountants to satisfy themselves as to the
correctness of the statements covering
which their certificate is desired, and for
the arrangement of legal and other matters
involved in the financing.
This interval should be as short as
possible. A special committee of the
American Institute of Accountants, which
made a study of the subject, has recommended four months as a maximum. Certainly, it should be no greater. Prospective investors are entitled to financial statements as nearly current as can be obtained.
Accountants asked to certify to a balance
sheet giving effect to proposed financing
should ascertain that the period of time is
reasonably short between the date of the
balance sheet and the date of the subsequent transactions in respect of which the
balance sheet is to be adjusted.
Accountants should exercise particular
pains i n endeavoring to prepare accurate,
clear, and informative statements giving
effect to proposed financing, because of
the wide use to which such statements
are put, and the reliance which is placed
upon them.
The nature of the adjustments, reflecting
proceeds and their application, should be
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set forth clearly. For use of the bankers,
a balance sheet in columnar form frequently is prepared, showing first, the assets
and liabilities before adjustment; exnt, the
new capital obligations and application of
their proceeds; and finally, the adjusted
figures. This is a preferable arrangement,
and whether or not re-arranged later should
be incorporated i n the report i n order that
the " t r a i l , " as it were, may be of record.
A n alternate plan is to show only the figures
in the balance sheet after adjustment,
accompanying the latter with a detailed
statement of the changes which have been
made. This, obviously, is not as clear or
as satisfactory as the plan first mentioned.
Usually a more condensed balance sheet
than the columnar form suggested above
is desired for circulation among prospective
purchasers of securities. This statement
should show all essential facts concerning
the adjustments, either as a part of the
heading of the balance sheet, or in a footnote thereon, or be stated i n the certificate.
The number and complexity of the adjustments should be considered i n determining
the most appropriate position for displaying this data.
Whether or not the details are shown in
the heading, the latter should indicate that
the balance sheet has been adjusted to
give effect to certain proposed financing,
and reference to the fact should be made
also in the certificate.
It is not necessary to show the price at
which securities involved i n a refinancing
are to be sold to bankers, since naturally
bankers object to disclosure of this information to the public.
For their own protection, and for the
information of outside parties, accountants
should show the sources of their information as to the adjustments on account of
proposed financing to which they give
effect in financial statements. The American Institute of Accountants' committee,
to which reference has been made above,
recommended that " i t should be made
clear that the transactions embodied have
been definitely covered by contracts."
PRESS OF WILLIAM GREEN, NEW YORK

ATLANTA
BALTIMORE
BIRMINGHAM
BOSTON
BROOKLYN
BUFFALO
CHARLOTTE
CHICAGO
CINCINNATI
CLEVELAND
DALLAS
DENVER
DETROIT
JACKSONVILLE
KANSAS CITY
LOS ANGELES
MINNEAPOLIS
NEWARK
NEW ORLEANS
NEW Y O R K

VOL.

IX

HASKINS & S E L L S
CERTIFIED PUBLIC ACCOUNTANTS

BULLETIN
EXECUTIVE
OFFICES
30 BROAD STREET. NEW YORK

NEW YORK, MAY, 1926

PHILADELPHIA
PITTSBURGH
PORTLAND
PROVIDENCE
SAINT LOUIS
SALT L A K E CITY
SAN DIEGO
SAN FRANCISCO
SEATTLE
TULSA
WATERTOWN
BERLIN
LONDON
PARIS
SHANGHAI
HAVANA
MEXICO CITY
MONTREAL

No. 5

Fraud-Sense

W

O M E N frequently are credited with
having intuition. M a n y persons
are said to be endowed with a sense of
direction. Some accountants are thought
to have what sometimes is called "fraudsense."
Science as yet has neither proved nor
disproved the existence of intuition in
women. Probably the judgment of women,
which often through native shrewdness
they permit to be taken for intuition, is
the result rather of knowledge and experience combined with quick reasoning.
In the same way many persons who receive credit for having a sense of direction
have learned to fix the points of the compass, to consider the position of the sun,
and to remember certain landmarks which
guide them in their travels.
Doubt well may be expressed that there
is any such thing as congenital fraud-sense.
Probably it is acquired and developed in
some individuals more easily than in
others. Human nature is such that certain types of persons are trustful, even
gullible, while others naturally are suspicious and unconvinced by anything
short of absolute proof. For the former
there is little hope of success in the investigation of fraud. The latter take to the
work quickly and at times produce some
uncanny results.
The fraud-sense which such persons have,

probably is not a simple attribute with
which they are endowed at birth. Rather,
it is an ability which has been developed
by a combination of native shrewdness,
knowledge, experience, observation of human behavior, and a determination not
to be convinced except by sound proof.
If ability to unearth fraud had to be
confined to a chosen few, the successful
practice of accountancy on a large scale
would be somewhat discouraging. Through
research
and
scientific investigation
the possibilities of fraud perpetration
and concealment and the indications of,
fraud existence can be determined. The
accountant of average intelligence who is
willing to study the results and learn to
recognize the signs when he sees them,
may aspire to success in the field of frauddetection. If he is quick-witted and astute naturally the task will be easier. If
he believes everything everyone tells him,
he is doomed to failure and the penalty
which inevitably follows.
Fraud-sense is within the grasp of every
accountant. It can be developed. It may
have to be born of investigativeness and
suspicion. B u t it can be reared successfully by utilizing the results of research,
experience and observation, and by insisting on the production of satisfactory
evidence to support all representations
made.

34

T

HASKINS & SELLS

May

The Various Aspects of Gash

H E asset of cash occupies an obviously important place i n every business
enterprise.
It is the medium through
which practically all transactions eventually are consummated. Barter is extremely rare in modern society.
A t the inception of an enterprise cash
is required for the purchase of plant and
equipment, furniture and fixtures, and
other things necessary to the functions
of the business. Occasionally such property is paid for by the .issuance of capital
stock to the vendors. Usually, however,
the greater part of it is paid for, within a
short time i f not immediately, in cash
invested by the proprietors or obtained
from the issuance of securities to the
public.
Cash is indispensable in the current
operations of an enterprise. It is required
for the purchase of materials and supplies, payment of salaries and wages, and
settlement of expenses.
Although materials usually are purchased on credit,
cash is required for final discharge of the
liability. These materials are used in
production, and together with wages and
expenses pass into inventories. As goods
are sold, the values represented by the
inventories pass, plus a profit, into accounts receivable, and sooner or later are
liquidated into cash, thus completing the
cycle. Cash, therefore, occupies a pivotal
position.
Cash may be considered generally from
three angles. From the point of view of
accounting there arises the question of the
definition of the term and the position of
cash in the balance sheet. From the
standpoint of irregularities there is the
necessity of safeguarding the funds against
improper use and embezzlement. From
the viewpoint of sound business there must
be considered the question of conservation
of cash resources and control of financial
operations.

In deciding what constitutes cash, it
may be necessary to classify any or all of
the following items: foreign currency;
certificates of deposit; deposits to secure
service or the return of property such as
containers; deposits made by employes
for keys or badges; deposits with trustees
for sinking funds; advances to agents or
others for working funds; vouchers representing disbursements from petty cash
funds, not yet reimbursed; payroll advances; checks cashed for employes; etc.
In many instances this question is of more
than academic importance. A banker,
for example, is vitally interested in knowing whether the item of cash in a balance
sheet submitted by a prospective borrower includes a large amount of payroll
advances and vouchers not yet reimbursed,
or whether the entire amount is immediately available for discharging current
liabilities.
The pivotal position of cash, resulting
in a continuous flow of checks and currency through an enterprise, and the ease
with which cash may be exchanged for
goods in satisfaction of one's wants, thus
losing its identity, make it imperative that
safeguards be placed around those who
handle cash, in order to prevent misappropriation. Systems of office routine,
control, and internal check, should be so
arranged as to render it practically impossible for a dishonest employe to commit
embezzlement without immediate detection.
Opportunity for fraud depends
largely upon the extent to which the
cashier has access to incoming receipts,
particularly currency, and the ease with
which he may withdraw funds from the
bank. Opportunity for concealment of
irregularities depends upon the extent
to which the cashier exercises control over,
or has access to, the collateral records.
Probably most discussions of cash are
written from the standpoint of irregu-
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larities. This phase of the subject is particularly timely in view of the prevalent
crime wave. Equally important, however,
from the point of view of a going concern,
is the matter of conservation of cash resources and control over financial operations.
That lack of sufficient available cash
may give rise to an unprofitable, if not a
disastrous situation, is readily apparent.
In some cases it may mean simply a loss
of discounts because of inability to meet
bills within the discount period. In others,
it may mean insolvency, with bankruptcy
as a possibility, because of inability to
meet current obligations as they fall due.
A concern may have a large surplus,
and yet become insolvent if its cash balance is insufficient for its current needs.
If the surplus is invested almost entirely
in assets not being currently liquidated,
the business is "property poor." A situation of this kind may prove a source of
serious embarrassment. Hence the necessity of providing for a cash balance adequate for current needs.
On the other hand, a frequent source
of waste in business lies in the maintenance
of excessive cash balances. A condition
of too much capital tied up in cash is relatively unprofitable, just as is a condition
of too much capital tied up in inventories
or property. The former situation, obviously, is not so objectionable as the latter.
Large cash balances sometimes are maintained in order that the concern may be
able to take advantage of any merchandise
bargains that may present themselves. If
the probability of increasing net profits
to more than they otherwise would be is
sufficiently great, there may be justification for this policy. It appears to be warranted only in exceptional cases. A purchasing agent must indeed be far-sighted
in order to make it profitable. Occasionally a situation exists where interest is
being paid on bank loans, even though
cash balances are allowed to accumulate
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to a point considerably i n excess of current requirements. Interest paid on loans
of this nature is bound to be more than
that earned on bank balances.
Excess cash sometimes is invested in
securities such as government bonds.
These investments generally do not earn
as much as would be earned if the proceeds were used i n expanding the business.
If expansion is considered undesirable,
there would seem to be no reason for retaining the funds i n the business. They
might better be distributed to stockholders.
A minor source of unprofitableness often
exists in petty cash funds kept in the office
or advanced to agents. Such funds should
be maintained under the imprest system,
at amounts which can be turned over
within a reasonable period of time, depending upon the needs of a given office
or agent. While inadequate petty cash
funds may be a cause of inconvenience,
and may increase clerical expenses for
clearing the funds at frequent intervals,
there is no excuse for maintaining a fund
of five hundred dollars i f only half that
amount is required for petty expenditures
within a reasonable time. A situation of
this kind, offering as it may, temptations
to the custodian of a fund, merits particular consideration on the part of an auditor
alive to the possibilities involved.
It is difficult, i f not impossible, to state
specifically as applicable to all businesses,
the amount at which the cash balance
should be maintained. A business must
have a certain amount of cash on hand at
all times if operations are to continue.
The amount should be large enough to
meet bills promptly and to take advantage
of discounts. O n the other hand, capital
should not be withdrawn from production
and tied up in cash balances in excess of
requirements. The appropriate amount
can be determined only by each concern
individually, in the light of discount practices, trade customs, general business con-
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ditions, and minimum bank deposit requirements.
Each of these latter items has a bearing
on the question. For example, i n some
lines of business it is customary to buy
goods subject to a cash discount within a
short period after the date of the invoice,
and invoices are currently dated.
In
others, the practice obtains of dating i n voices thirty or sixty days ahead of the
date of rendition, and allowing a small
discount if paid within a certain period
after the advanced date. In the first
instance a concern must act fairly quickly
in order to take advantage of discounts,
and consequently must maintain a cash
balance sufficient to have funds available
on short notice. In the latter case the
management has a period of grace in
which to secure funds for payment of
invoices, and a smaller balance may suffice.
General business conditions enter into the
situation particularly i n the face of a possible business depression. It then may be
desirable to build up cash balances to
anticipate a reduction i n cash receipts'
because of decreasing sales.
It should be apparent that consideration
of the amount of cash needed to finance a
business cannot be confined to determination of an adequate cash balance. It involves also control over cash receipts and
disbursements. A n influx of cash into the
business must be provided for in order
to obtain funds out of which disbursements may be made. The ideal situation
would be to have each day's receipts exactly sufficient for that day's disbursements.
If such were the case, there
would be no necessity for maintaining
a cash balance. Obviously, however, this
situation is not attainable. It is because
cash receipts and disbursements do not
occur simultaneously i n the same amount
that it is necessary to provide a cash balance
to take care of the discrepancy. During
the slack season, receipts from the ordinary course of business may be consider-
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ably less than the amounts required for
disbursements, and it then may be necessary to augment the cash balance by recourse to bank loans.
In order to operate with a minimum
cash balance, and to provide for sufficient
cash funds, the financing for a period
should be planned in advance. T o this
end the compilation of a cash budget is
desirable.
A cash budget is a statement, prepared
in advance, showing the estimated cash
receipts and cash disbursements for a
period, and the bank loans that will be
required at various times during the
period. Quite generally the period is one
year, although frequently the finances are
planned for several years i n advance.
The budget should show the probable cash
transactions for each month of the period,
and in some cases for each half-month or
ten-day interval. In order to make the
budget effective, there should be a periodic check-up to see how nearly the actual
corresponds with the estimate.
In concerns where a system of budget
control over the operations is in force, a
cash budget should be prepared as a part
of the system. The calculation of estimated receipts and disbursements then
is a relatively simple matter.
In concerns where a general budget system does not exist, the preparation of a
cash budget is more difficult, although not
impossible. The budget should be made
up i n two sections—the first pertaining to
cash transactions incident to the ordinary
operations of the business, and the second
giving effect to extraordinary cash transactions, cash balances, and financing.
The first item i n the budget is an estimate
of the cash that w i l l be received each
month i n the ordinary course of business.
This comprises receipts from customers,
interest on investments and bank balances,
etc. Opposed to this is an estimate of the
cash that will have to be disbursed each
month i n connection with current opera-

Bulletin

HASKINS

tions. I n a mercantile concern this item
consists largely of purchases of merchandise
and payments of selling, administrative,
and general expenses. In a manufacturing
concern there are purchases of materials
and supplies and payments of wages and
factory expenses, i n addition to the usual
selling, administrative, and general expenses. The difference between these two
estimates represents the probable net increase or decrease in cash for the month on
account of current operations. I f the
business under consideration is seasonal,
the estimated receipts will be in excess of
the estimated disbursements during the
peak of the season, and the reverse will be
true during the slack period when inventories are being built up for future use.
Receipts from customers are estimated
on the basis of probable sales and past
experience in realizing on accounts receivable. The terms of sale and experienced turnover of accounts receivable are
considered. In forecasting sales, purchases,
and expenses, the individuals in charge of
the sales and production departments must
be consulted in order to arrive at intelligent
estimates.
The estimated net increase or decrease
in cash on account of current operations
should be adjusted to give effect to probable extraordinary disbursements, such as
expenditures for additions to plant and
equipment, etc., and for payments of dividends, and payments into sinking funds.
After this is done, the probable net change,
either increase or decrease, in the cash
position for the month can be ascertained.
This figure, when added to or subtracted
from the cash balance at the beginning of
the month, will indicate whether a surplus
exists, which may be used for the payment
of bank loans, or whether a deficit exists,
to be met by obtaining new loans from
the bank.
Periodically, the estimated figures shown
in the budget should be compared with
actual cash receipts and disbursements.
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A check-up of this nature will indicate
when variations are necessary from the
estimated program, and will furnish information for use in preparing future
budgets. Further, it will provide a means
of control over expenditures.
The word "budget" to many business
men is synonymous with red tape. It is
true that a system of budget control over
operations may be made very elaborate.
However, the fundamental principle of
budgeting, as outlined above, involves
nothing more than intelligent planning in
advance, of the operations for a period,
together with periodic comparison of the
estirnates with the actual performance. A
budget system may be made as simple or
as elaborate as desired, and may be made
applicable to any business.
The cash budget, therefore, is simply a
statement prepared i n advance, of the
financial operations for a period. It provides the management with information
which will enable them to make cash
available when needed. It shows the time
when loans will be required, the probable
amounts thereof, and the extent of their
liquidation. Its use should enable the
business to be operated with a minimum
of capital invested in cash balances.
The function of cash as the medium for
the ultimate consummation of practically
all transactions of a business raises it to a
place of foremost importance among the
current assets. It is appropriate that it
usually appears first i n the list of current
assets in the balance sheet, and that the
other current assets are listed in the order
of their probable liquidation into cash.
Although, as has been indicated, the
question of the amount at which the cash
balance should be maintained is an individual matter, it has been found by experience that a more or less well defined relation
generally exists between cash and the other
current items i n the balance sheet.
Bankers and credit men have found that
as a general rule a ratio of at least two to
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one should exist between total current
assets and total current liabilities. Applying the "acid test," they have determined
further that a business, i n order to be a
good credit risk, should have its demand
liabilities covered by quick assets—cash
and receivables—of approximately the
same amount. After eliminating receivables, they have found that i n a normal
situation cash generally should be from
twelve to twenty-five per cent. of demand
liabilities.
As in the case of all other ratios accepted
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as standards i n analyzing financial statements, those involving cash are subject to
variations i n different lines of business.
However, a ratio of cash to demand liabi l i t i e s of approximately twelve to twentyfive per cent. may be accepted as the
normal situation, and deviation therefrom
should be cause for investigation.
The business aspects of cash are of equal
importance with its accounting and fraud
aspects, and are deserving of the same
consideration on the part of accountants
and business men.

Arbitration vs. Litigation

A

R E C E N T edition of a New Y o r k
To avoid situations of this character,
newspaper carried the story of an application of the principle of arbitration
interesting litigation which has been before to many business disputes is being widely
the courts for many years. The case i n - advocated and successfully effected.
volves the title to a valuable parcel of real
Arbitration may be defined as a legally
estate located in New Y o r k City. Accord- recognized method of settling differences
ing to the story, as reported i n the news- between business men without ordinary
paper, there have been no less than twenty- litigation. Decisions are obtained by the
two actions and appeals i n the suit, tried submission of facts to one or more arbitraby courts of all degrees, ranging from the tors, whose award is binding and legally
municipal courts of the C i t y of New Y o r k enforceable.
to the Supreme Court of the United States.
The laws of most of the states for many
The original parties to the suit have been years have contained provisions recognizing
dead for many years, but their heirs still the principle of commercial arbitration in
carry on. The present reappearance of one form or another. In most cases, howthe matter is due to a motion to revive the ever, these laws have had limited applicaquestion of the summary proceedings de- tion, and have precluded the fullest realizacided against the plaintiff thirty-four years tion of all the possibilities of arbitration.
ago. It is interesting to speculate on the
Several of the states have enacted comprobable costs which already have been prehensive modern arbitration laws within
sustained i n this lawsuit; and to wonder the past few years. Legislation is pending
if a point will not soon be reached where in other states. A Federal arbitration act
the costs will exceed the principal involved went into effect on January 1, 1926, relating
at the beginning.
to "maritime transactions" and "comQuite probably this is an exceptional merce among the several States or with
case. However, litigations spread out over foreign countries." The Federal act, as
a period of years, involving numerous well as the newer state laws, makes valid,
actions and appeals and pyramided costs, irrevocable, and enforceable, a written proare reported so frequently as to prove vision in a contract to arbitrate any dispute
that they are by no means as scarce as the that later may arise thereunder, as well as
proverbial hen's teeth. The resulting waste a written agreement to arbitrate an existing
of time, effort, and money is apparent. controversy. Agreements to submit dis-
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putes to arbitration obviously are optional,
not compulsory. I f entered into, however,
they are irrevocable and enforceable at law.
A n arbitrator usually is chosen by the
parties to the dispute. Under the approved laws he has the power to subpoena
witnesses, compel production of books and
papers, and in almost all essential respects,
to exercise the same authority with which
a judge is clothed i n the conduct of a trial.
However, he is not bound by rules of law
or of evidence, nor by precedent. Each
side is permitted to tell its story i n its
own way.
Both parties to the dispute must abide by
the decision of the arbitrator. A n award
can be vacated only if procured through
corruption, fraud, or other undue means, or
if partiality, misconduct, or excess of power
on the part of the arbitrator can be proven.
A n award may be modified, however, to
correct an obvious miscalculation of figures
or a mistake i n description.
Arbitration usually results i n quicker
settlement of a dispute than litigation. It
avoids the congestion of the courts, the
delays incident to trials, and the inconvenience of meeting court engagements.
Usually it is far less expensive. Hearings
are held in private, and consequently there
is no publicity.
Arbitration is not a rival of recourse to
the courts. Its greatest usefulness arises
in commercial disputes in which the settlement depends largely on an impartial i n quiry into the facts of the case, and particularly i n controversies involving quality of
goods, trade customs, etc., which call for
a technical knowledge that is not possessed
by the ordinary jury or court.
Public accountants have been active in
the arbitration movement. The American
Institute of Accountants, through its
Bureau of Public Affairs, has issued two
letter-bulletins dealing with arbitration.
The later of the two, issued i n January,
1926, sets forth as follows the duties of
public accountants i n this connection:
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"From Public Service Point of View
"First

Support in enactment of arbitration laws
in many of the states.
"Second

Assistance i n setting up local and trade
arbitration tribunals.
"Third

Advocacy of use of arbitration, for settlement of business disputes, whether
intrastate, interstate, or international.
"From Professional Point of View
"First

Service as arbitrators, when needed by
arbitration tribunals.
"Second

Preparation of facts for the arbitration
of cases, through investigative, auditing, or other accounting work for
clients."
Several members of our own organization
have assisted i n this movement. M r .
Sells was an ardent advocate of commercial
arbitration. The peace plan which he proposed during the early stages of the World
War involved the application of the principle to international affairs. M r . Dunn
has served as a member of the Committee
of Accountants, of the Arbitration Society
of America. M r . Wildman is chairman of
the New Y o r k State Society of Certified
Public Accountants' Committee on A r b i tration. M r . Pearce C . Davis, manager of
our Seattle office, has advocated arbitration i n Washington. He is the author of an
article on the subject, which appeared in the
publication of the Washington State Chamber of Commerce last year. Undoubtedly
others of our number have made contribution to the cause. It is a worthy one.

Removal of Executive Offices
On M a y 1, 1926, the executive offices
were moved to 30 Broad Street, N e w
Y o r k . The N e w Y o r k Thirty-ninth Street
practice office will remain at its present
location.

40

H A S K I N S & SELLS

Another Twenty-Fifth Anniversary

May

have been appointed managers of our
Chicago office, as of A p r i l 1, 1926.

William Holding "joined u p " with the
Haskins & Sells organization on A p r i l 22,
We are pleased to announce also that
1901, about two weeks after the opening
of the London office. Therefore, it is a M r . J . L . Barnett has been appointed
pleasure to record in this, the M a y , 1926, associate manager of our office in London,
number of the B U L L E T I N our appreciation effective March 1, 1926.
of M r . Holding's long and honorable connection with our organization.
Messrs. Arthur J . Welch and Murney
Born at Thornton Hall, London; edu- L . Jerome, of our Detroit staff, are to be
cated at St. Dunstan's College, London, congratulated on their success in the
M r . Holding is a typical "Britisher," with December C . P. A . examinations in
all the qualities of seriousness, thorough- Michigan.
ness, steadfastness, and social charm which
the term implies.
Messrs. Robert L . Reamy, William A .
During the Great War, M r . Holding Stone, and Robert C. Triesler, of our
served with the 21st London Regiment, Baltimore office, have received the C . P. A .
First Surrey Rifles. During the "Twenty- certificate of the State of Maryland, as the
Five Years' W a r " in the field of account- result of the November examinations.
ancy, he has served with distinction in M r . Reamy received the highest rating
many engagements and in many different of the nineteen successful candidates who
countries.
His knowledge of French, sat for the examination. We extend our
Spanish, German, and Russian, etc., has congratulations.
made him extraordinarily valuable.
M r . Holding is a member of the Society
Our Berlin office has moved from 53
of Incorporated Accountants and Auditors
Franzoesische Strasse to new quarters at
of England. For several years he was
57 Unter den Linden. Colonel Carter, who
manager of our London office, going
recently returned from Europe, reports
thence to Berlin to assist temporarily in
continued prosperity on the part of the
organizing the practice in Germany.
Berlin office. M r . Kracke and his staff
T o M r . Holding we offer out congratuhave been busy continuously since the
lations and extend our heartfelt thanks
office was opened.
Prospects for the
for the unselfish manner in which he has
future appear bright.
given unstintingly of his time and effort
in working for the success of the organiAfter M a y 1, 1926, our Newark office
zation.
will be located i n the Federal Trust Building, moving there from its prior quarters
News Items
in the Firemen's Insurance Building.
M r . Rossetter addressed the eighth annual meeting of the Hollow Building Tile
New Office i n Charlotte
Association, held in Chicago on February
T h e firm announces the opening, as of
17 and 18, on "The Necessity of Keeping
A
p
r i l 15, of a practice office in the Johnston
Accurate Costs."
Building, Charlotte, North Carolina. M r .
O. N . Hutchinson, for many years conWe have pleasure i n announcing that nected with our Baltimore office, will be
M r . H . A . Finney and M r . L . P. Gallagher manager of the new office.
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No. 6

Policies

I C Y may be defined as a plan of
PO Laction
which will serve as a basis for

did not involve a technical subject concerning which there are, at the present
guidance in human endeavor.
A n in- time, many differences of opinion. W i t h
dividual working alone, unless restrained this added technical difficulty, the task
by laws, or force of other circumstances, assumes monumental proportions.
may act from hour to hour as the spirit
A n organization facing these problems
of the moment moves him. When individ- without policies is like a ship without a
uals begin to work together, necessity arises rudder. A n d if it has policies, but they are
for some mutual understanding which will locked up in a safe, they are of no more
guide them in their common efforts.
service than i f they had not been formuThe importance of having business lated. The late Frederick W . Taylor once
policies has become manifest more than remarked, substantially: " I f you expect
ever before in history with the develop- a workman to do a piece of work the way
ment of the modern corporation. Matters you want it done, you must tell him how
such as complexity of organization, geo- to do i t . "
graphical spread, heterogeneity of perAccountancy organizations well may
sonnel, changing notions and demands take a lesson from the experience of i n of the purchasing public create a situation dustry. Executive, managerial, and techwhich corporation officials would have nical policies should be evolved, prolittle hope of controlling were it not for mulgated, and put into practice. N o
the enunciation of certain guiding prin- policy will fit every case under any and all
ciples.
circumstances. Deviation in application
Large scale accountancy organizations at times will be necessary. But any deviafind themselves in the same economic tion, perforce, must first call for congroup as industrial and other corporations. sideration of the necessity therefor and of
What with serving a clientele ranging from the pertinent circumstances affecting the
individuals to mammoth corporations, case.
with service being rendered over the entire
Policies are principles which serve as a
civilized world, with business conditions guide to conduct. Most human beings
constantly changing, and with a personnel work more intelligently when they have
made up of all sizes, ages, types, tempera- principles to guide them. The implication
ments, degrees of education, experience, is that accountants who observe certain
and intelligence, the problem of pleasing general laws will be more successful in
everyone would not be simple even if i t their endeavors.
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The Adequacy of Reserves
IN the not so far distant past it was usual purpose of passing judgment thereon and
to hear representations being made rendering an opinion to clients based on the
frequently that accountants are not quali- conclusions reached in the premises.
fied to pass on the adequacy of reserves.
This investigation, if properly conducted,
Those who took this position were fond of frequently is productive of interesting and
pointing to the matter of depreciation, valuable results. The basic factors, such
calling attention to the fact that the as cost of the property and the elapsed
measurement of depreciation largely is a period of its service, generally speaking, are
matter of guess work, the responsibility for easy of determination. Its probable life is
which accountants are not justified i n as- somewhat more difficult, but, little by little,
suming. It has been pointed out repeatedly experience is affording an accumulation of
that accountants are not appraisers; that data which makes the establishment of
it is not within their province to pass judg- depreciation
rates fairly satisfactory.
ment on valuations; and that their work as Numerous writers have furnished tables,
auditors should be confined to the verifica- based on experience, covering a great
tion of data recorded on the books by variety of property. Appraisal companies,
employes of the client in accordance with while collecting such data primarily for
instructions from officers and directors. private use, have contributed something
If this line of reasoning had been pursued now and then to the fund of information.
much further and had come to be com- The Treasury Department has added a
monly accepted, it would have been diffi- substantial amount. It is possible now,
cult to have determined just what value in a great many cases, to compute a fair
the services of certified public accountants measure of depreciation and therefrom to
might have to clients. The restrictions on check the provisions for such factor.
their functions were gradually approaching
Another item which has been the subject
a point where there was little left for them of considerable controversy is the reserve
to do but check figures.
for doubtful accounts. In the past some
Included in this list of restrictions was have been of the opinion that it was not
the matter of reserves. Accountants of the within the province of the accountant to
old school were wont to dwell on the idea question the adequacy of a reserve for
that once the directors of a corporation had doubtful accounts or to pass judgment
made an appropriation for depreciation, thereon. It was held to be sufficient if the
the reserve thereby created was not sub- mathematical accuracy of the account was
ject to question in this respect, and any verified, that is to say, the results of the
accountant who would presume to investi- computations were determined to be corgate the adequacy of the reserve was over- rect or incorrect i n accordance with the
stepping the bounds of his jurisdiction.
bases used. I f a mistake was discovered
This idea has not met with popular in the course of this procedure and not
approval on the part of progressive ac- corrected before the accountant's report
countants who are up and coming, so to was rendered, of course, it would have to
speak. Granting that "fools rush i n where be mentioned in the comments of the
angels fear to tread" and at times all for- report.
N o thought, apparently, was
ward-looking accountants are guilty of this given to the fact that a certified balance
mistake, the consensus of sound opinion sheet, to be of any value, should reflect
seems to be that public accountants not the true financial condition and that one
only have a right but a duty to investigate of the items entering into such condition
matters like depreciation and reserves is the net value of the accounts receivable.
covering this factor of operations, for the If the accounts receivable account con-
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tains items of substantial size which are
uncollectible beyond any question, obviously the accounts receivable are overvalued for balance sheet purposes. If the
accounts receivable item contains accounts
of doubtful collectibility, its value as an
asset is impaired to an extent which is
measured by the doubt surrounding the
collection of the accounts.
There are two ways, of course, of giving
expression to the doubtful element involved in the accounts receivable. One is
to separate the total into two parts, showing on the asset side two amounts: one
representing the accounts which are considered collectible; the other representing
the accounts which are regarded as doubtful. The other means of expression is
found in the use of a reserve for doubtful
accounts. Previously, there was considerable discussion as to whether this reserve
should be deducted from the assets or
shown broad. Common sense gradually
has influenced accountants generally in the
direction of deducting the reserve from the
assets, so that the final amount appearing
on the asset side of the balance sheet
opposite accounts receivable represents the
value which it is expected will be realized.
The adequacy of a reserve for doubtful
accounts receivable is a matter of judgment, which need not necessarily require
constant contact with the detail accounts,
personal acquaintance with the customers,
and a knowledge of their financial standing.
Cash collected is the best evidence
obtainable that an account was good at a
given date in the past. The longer an
account remains uncollected, the greater
the probability that it will prove uncollectible. Notwithstanding the uniform
optimism of credit managers and their
assurance that all accounts of every
description ultimately will be collected,
every concern i n business sustains some
losses on credit sales. Past experience,
other things being equal, usually is a very
fair indication of what the future will
bring forth. While it is true that various
factors may affect the situation, the ex-
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perience over a period of, say, five years,
allowing for extraordinary
economic
changes, usually will afford a satisfactory
basis for judging present conditions.
There has been too much of a tendency
in the past on the part of accountants to
review the list of customers' balances with
the credit man and accept his judgment
as to the adequacy of the reserve. This
procedure, in the very nature of things,
is unsound, because the judgment of the
credit man always is modified by false
hopes.
Investigation of the accounts
themselves, plus the experience of the
past, is a much better basis for judgment.
There is no reason, other than the amount
of time and expense involved, why accountants should not determine for themselves, by investigation of the actual
accounts and consideration of experience
data, what should be the amount in the
reserve for doubtful receivables. Recoveries, of course, must be taken into consideration. The age of the balances is
another factor. Obviously, any accounts
definitely known to be uncollectible,
whether large or of medium size, first
should be written off and gotten out of
the way.
The scientific method of determining
the adequacy of a reserve for doubtful
accounts generally is conceded to be based
on charge sales. These sales, measuring
as they do the amount of original charges,
should constitute the base on which subsequent losses are computed. The use
of this method, however, calls for the
determination, regardless of the year in
which items were written off, of the year in
which the accounts were charged originally. A n y recoveries likewise must be
related back, not to the year in which the
items were written off, but to the year in
which they were charged to accounts
receivable.
Postponing for the moment discussion
of objections from a practical auditing
point of view, the theory may be carried
through for the analytical value which
it has as an aid to clear thinking concerning
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the whole subject of adequacy.
After
charge sales and net write-offs by years for
five years prior to the current year under
consideration have been determined, the
ratio of net write-offs to charge sales for
the related years should be computed.
This ratio is the experience index which
may be taken to indicate what the concern
may expect to lose through uncollectible
accounts in connection with the charge
sales for the current year.
A review of the individual accounts
should serve to bring out the accounts
representing charges in years prior to the
current year which are doubtful of collection. The aggregate of these accounts
fixes one element of the reserve. T o this
should be added an amount found by applying to the charge sales for the current
year, the experience ratio developed from
the average charge sales and average
yearly write-offs, taken over a period of,
say, five years preceding the current year.
The sum of the two amounts, one covering
charges to accounts receivable in prior
years, the other covering charges to accounts receivable made in the current year
with the estimated losses which may arise
later, indicates what the amount of the
reserve should be i n order to meet the test
of adequacy.
The conclusion naturally must be tempered by two things. A n y accounts which
originated and have been charged off
during the current year do not require any
reserve to be set up against them. Further, any doubtful accounts of unusual
size which render the experience ratio
ineffectual must be taken into consideration. Consequently, the amount of the
reserve applicable to the current year
should be adjusted by deducting from the
original charges to accounts receivable,
before applying the experience ratio, the
original charges for any accounts charged
and written off within the current year, together with the original charges for any
accounts of unusual size set up within the
current year and determined to be doubtful. While this adjusts the base to which
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the experience ratio is to be applied, the
amount resulting must be increased by
adding the extraordinary losses.
A fallacy i n reserves for receivables
frequently is found in the fact that some
of the balances representing current
charges at the balance sheet date ultimately will prove uncollectible. This
fact often escapes notice, the tendency
being to consider a reserve necessary only
for accounts which are so long past due
as to cast doubt on their collectibility.
The application of the experience ratio
corrects this oversight.
Time and expense usually preclude the
use of the scientific method in auditing
practice. Seldom is there time or permission in the matter of cost to analyze
the write-offs and recoveries to the point of
determining the year or period in which
the charges corresponding to sales were
made. It becomes necessary, therefore,
to find a substitute method which is approximately accurate and satisfactory for
practical purposes.
In attempting to do this the natural
inclination is to advert to accounts receivable balances at the ends of years or
periods, and consider the write-offs and
recoveries in the respective years following. Theoretically, this is not particularly sound for the reason that doubtful
balances usually are carried over one or
two years before being written off, and
recoveries usually are credited in the years
when they occur rather than in the years
in which the original charges were made.
Further, the amount of net write-offs for a
given year usually includes some charges
which originated and have been charged
off during the same year, and therefore
were not included in the balance sheet at
the end of the preceding year.
For
practical purposes, however, a method comprehending end of year balances and
following net write-offs affords a fairly
satisfactory substitute basis for testing
adequacy.
In making use of this method, the aggregate of accounts receivable balances at
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the end of each year for five consecutive
years preceding the current year under
review should be ascertained. Next, the
net write-offs for five consecutive years,
including the current year under review,
should be determined. Using the aggregate of these two sets of figures, the
ratio of net write-offs to receivable balances should be computed. This ratio
when applied to the receivable balances
at the end of the current year under review will produce an amount which will
indicate how much the concern may expect to lose on the accounts receivable at
the balance sheet date.
The error in this formula is found in the
fact that the amounts written off from year
to year may have been carried in accounts
receivable over two or more balance sheet
dates, and consequently there may have
been a duplication in the base figure.
The practical effect of this duplication,
even if it is a fact, probably is almost nil.
In compensation for this theoretical error
there is the fact that the method covers
automatically, if somewhat roughly, the
certain, although not accurately ascertainable, losses which rest in the charges made
toward the close of the current year and
not past due at the balance sheet date.
The amount resulting from the application of the experience ratio, as determined
under this method, to the accounts receivable balances at the balance sheet
date indicates roughly how much should
be i n the reserve to make it adequate.
The amount obviously should be i n creased for any extraordinary losses on
accounts in the list at the balance sheet
date, not comprehended in the experience
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ratio which has been applied to the receivables. Thus, a reserve of $75,000 at
December 31, 1925, may be regarded as
adequate to cover ordinary losses based on
past experience. However, i f included in
the accounts receivable at December 31,
1925, there is an account of $200,000
known to be uncollectible in full because the
affairs of the customer are in liquidation,
the reserve obviously is inadequate.
It
should be increased in an amount equal to
the face of the account, less the estimated
realization and any amount which has been
specifically reserved against the account.
The adequacy of reserves for doubtful
accounts receivable is not a matter which
need be left to the judgment and opinions
of credit men and other company officials
without question. There is something
involved besides familiarity with a customer's financial affairs and opinion concerning his ability and willingness to pay or
the hope of success in collecting an account.
Careful investigation and consideration
of individual accounts, coupled with the
company's experience, in relation to existing general conditions and any special
circumstances place the accountant in a
position where his judgment intelligently
formed is about as good as that of any one
else who may be concerned. It should be
apparent, therefore, that the accountant
has little excuse for relying on the judgment and opinions of credit men and
others as to the adequacy of reserves for
doubtful accounts receivable, unless by
reason of restrictions imposed by clients he
is prevented from making the investigation which he should make in order to
exercise intelligent judgment of his own.

Questions Concerning Current Position

A

B A L A N C E sheet, in order most effectively to serve the many purposes for
which it may be used, must be composed
of items which are properly valued, clearly
described, and intelligently arranged.
This assertion, by dint of much repetition, may seem to have become a mere

platitude. Y e t thereby hang all the law
and the prophets, as it were, covering the
preparation of this important financial
statement.
The necessity for proper valuation of the
various items is obvious. Essential misstatement of the value of an asset or the
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amount of a liability, made either intentionally or through carelessness, may distort the true picture, and serve as the basis
for action which might not be taken i f the
real situation were known. Misleading
information may result from failure to
note on the balance sheet all pertinent facts
concerning financial condition, such as the
existence of contingent liabilities, as well
as from wrongful statement of the amount
of an actual asset or liability.
The question of what is the proper basis
of valuation of the items which compose
the balance sheet has been much discussed.
A large body of our accounting theory is
concerned with this problem. The general
trend of opinion is toward conservatism.
Clear description of each of the items is
likewise essential. Obviously, long and
involved captions usually are undesirable.
The aim should be that of so describing
each asset and liability that any person
who might reasonably be expected to read
the balance sheet will understand readily
the exact nature of the item.
This is particularly applicable in stating
the net worth of corporations. The one
word "surplus" frequently covers a multitude of sins. In many cases the general
value of a corporate balance sheet would
be greatly enhanced if the surplus were
broken down into its constituent elements.
Such is especially desirable in cases where
there is capital stock without par value.
The unsatisfactory provisions of many of
the state laws in this respect—particularly
those requiring stated capital—have given
rise to numerous anomalous situations.
In the case of some assets, which might
properly be valued on more than one basis,
it sometimes is desirable to include in the
balance sheet description a statement of
the basis of valuation used. In balance
sheets prepared by accountants as a part
of an audit report, the description of certain items may be made to comprehend a
brief statement of the extent to which the
items were verified, if limitations have been
placed on the auditors in their work.
The matter of intelligent arrangement of
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the items in a balance sheet probably has
received increasing attention of late. N o
doubt this is due largely to recent advancement in the field of analysis and interpretation of financial data, and to increased
reliance by bankers and others on financial
statements as a basis for credit.
Effective arrangement requires not only
that the various items be listed in a logical
sequence, but also that they be stated and
grouped so that the interrelations which
exist among the different elements are
readily apparent.
Numerous controversies have been
waged over the proper place in the balance
sheet to show various individual items. It
has been debated as to whether reserves
for depreciation should be deducted from
the related assets or shown broad; as to
whether a deficit should be shown on the
asset side or deducted from capital stock;
as to whether treasury stock may be i n cluded among the assets; etc. Statements
prepared by reputable accountants may
be found giving effect to each method.
Probably the chief value of these discussions is that they serve to clear up the
atmosphere somewhat, in bringing about
a fuller realization of the fundamental
principles underlying the preparation of
financial statements.
M u c h of the discussion has centered
around the groups of items known generally as current assets and current liabilities.
Current assets may be taken to include
cash and other assets which will be realized in cash within a short period of
time in the ordinary course of business, and
assets held as temporary investments
which may be converted into cash on short
notice without disrupting the business.
Current liabilities may be described as liabilities, usually incurred in connection with
the purchase of operating supplies and
expenses, which will have to be met within
a short period of time.
The purpose in stating current position
in the balance sheet is to show how much, in
the way of values resting in current assets,
will be available to satisfy the current
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liabilities, and the relative promptness with
which such values will become available.
The adequacy of the amount of current
assets in relation to current liabilities may
be ascertained by comparing the totals of
the two groups. The relative promptness
with which the current assets will become
available may be determined by studying
the individual items which make up this
group.
Leaving aside temporary investments,
current assets normally consist of cash,
receivables, and inventories. Cash, with
the exception of petty cash or working
funds of relatively small amounts, should
consist of free balances or cash items i m mediately available for the payment of
liabilities. Being the most liquid asset,
it rightfully occupies first place among the
current assets.
Accounts receivable from trade debtors
fall next in order of availability. Representing sales of goods i n the ordinary course
of business, they may reasonably be expected to be converted into cash at the
expiration of the credit period. Ordinarily, amounts due from officers and employes, etc., may properly be grouped with
trade accounts receivable in the balance
sheet only when they are insignificant in
amount. They should be shown separately among the current assets, provided
there is reasonable expectation of their
early liquidation. Amounts due from affiliated companies may be listed with current
assets only if they actually represent current items. If they are in reality more or
less permanent in nature, they should be
shown in the balance sheet separately
following current assets.
In order to facilitate determination of
actual current position, receivables should
be shown in the balance sheet at the net
value which, according to the best information available, will probably be realized
therefrom. This means that the reserve
for doubtful accounts ordinarily should be
deducted from the related assets, rather
than listed among the reserves on the liability side of the statement.
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Inventories normally consist of goods in
a raw or semi-finished state, or completed
and available for sale. Usually the item
of inventories in the balance sheet contains
no element of profit. In due course, as
goods are sold, the values resting in the
inventories pass, with an element of profit
added, into accounts receivable, and eventually are converted into cash, and thus
become available for the satisfaction of
current liabilities.
The question recently arose as to whether
a large amount of construction material
might be included in current inventories.
The answer was in the negative. The
values represented by material to be used
in making additions to fixed property would
not quickly pass out of inventories, and
through accounts receivable into cash.
On the other hand, they would be removed
from inventories and capitalized as part
of the investment in fixed property, as construction progressed, and would very slowly
be liquidated into cash, as the concern
recouped itself by means of periodic depreciation charges for the cost of its fixed property. A comparison of current assets with
current liabilities, therefore, in order to
determine the true current position, would
lead to misleading results if the inventories
contained a large amount of construction
material.
Discretion must be used in applying this
rule. The amounts of items such as construction material should be considered
in relation to the total amount of the i n ventories. If they are relatively insignificant, usually there is no harm done in
letting them rest in the inventories. In
cases where it has long been the practice to
include small amounts of construction
material in inventories, a sudden removal
might create suspicion in the minds of
bankers.
A very interesting case bearing on current position recently came to our attention. A certain corporation, engaged in
manufacturing, had inventories amounting
to approximately four million dollars. A
part of the goods in the inventories was to
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be required for the fulfilment of sales contracts already entered into, on which the
company would suffer a loss of nearly a
million dollars. A reserve of a million dollars had been set up to provide for the loss.
The problem was as to the proper way to
set forth this situation in the balance sheet.
Officials of the company were of the
opinion that every purpose would be
served by calling the reserve a "Reserve
for general contingencies," and showing
it among the reserves on the liability side
of the balance sheet. They pointed out
that every requirement for protecting the
interests of creditors had been met by the
creation of the reserve, whereby the company had pledged itself not to use profits
to the extent of the sum involved, in payment of dividends.
Accountants called in for consultation
decided, after careful consideration, that
the situation was intimately related to
the company's current position, and that
the reserve should be called a "Reserve
for losses on sales contracts," and be deducted from the inventory item on the
asset side of the balance sheet.
Ordinarily, inventories as they appear
on the balance sheet contain no element
of profit, but when they move up into the
accounts receivable class represent not
only capital invested in goods, but profit
on sales. Accounts receivable then move
up into cash and thus become available
for the satisfaction of current liabilities.
The assumption, therefore, is that inventories shown in the balance sheet, when
finally they become available for the
satisfaction of liabilities, will produce not
only the amount at which they are stated
in the balance sheet, but an additional
amount representing profit.
In a case where the inventories have
to be used in the future to satisfy sales
contracts which it is known will result in
a loss, it seems only proper that any one
considering the current position, particularly from the point of view of creditors,
should be put on notice that the inventories will produce less in the form of
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funds available for the satisfaction of
liabilities than the amount at which they
are valued in the balance sheet. Therefore, it seems that the clearest presentation of the situation would consist in deducting from the inventory item the
reserve for losses on sales contracts.
Although current creditors are adequately protected against dissipation of
the surplus i n the form of dividends, by
the establishment of the reserve, unless
the reserve is related to the inventory item
in the balance sheet, it is not possible to
ascertain readily how much is going
to be produced by the inventories for the
satisfaction of current liabilities. In order
to answer this latter question, it appears
necessary to deduct the reserve from the
inventories.

News Items
We have pleasure in announcing the
admission to membership in the firm as of
June 1, 1926, of M r . J. A . Padon, Tulsa
office; M r . R . C . Reik, Baltimore office;
and M r . L . E . Palmer, New York Thirtyninth Street office.
Effective June 1, 1926, M r . C . E . M o r ris will become a part of the executive
division of the organization, giving particular attention to matters which relate
foreign engagements to the United States.
As of the same date, M r . Bickett, one
of our older and senior partners, will become associated with M r . Willins in the
conduct of the practice at 30 Broad Street.
M r . J . A . Flick has been appointed
Assistant Manager of the San Diego office,
as of June 1, 1926.
M r . F . I. Tennyson, of our New Y o r k
Broad Street office, is to be congratulated
on his success in passing the October
C. P. A . examinations of the State of Ohio;
and M r . L . C . Stanley, also of the Broad
Street staff, on his receipt of the N e w
Y o r k C . P. A . certificate as a result of the
January examinations.
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H E advent into the firm of three such ceed in an organization like ours. What
worthy members as were admitted with a country having the economic possiJune 1, 1926, is just cause for elation bilities of our own, with industry developed
on the part of other partners. There is to a state which the world never before
also a side to the event which should be has witnessed, with accountancy beginning to come into its own, it is imperative
the cause of greater satisfaction.
The three men in question began at the that any organization i n that field which
bottom and worked their way up. They attempts to keep pace with modern condihave been unfailing i n their confidence that tions have top men competent to deal sucin this organization advancement is a cessfully with the problems which arise.
matter of ability and application; not The men who will be chosen, naturally are
ancestry, fraternalism, religion, political those who combine character, technical
ability, high professional ideals, devotion
adherence, or favoritism.
In the course of the firm's existence to their chosen profession, and devotion
many men have passed in and out of the to the organization of which they form a
organization. Doubtless many have en- part. A n y man along the way who has
tered who by reason of lack of education, these characteristics scarcely can escape
experience, stamina, right temperament or being chosen.
We are proud of an organization in which
other qualities were not suited to accountancy and therefore had no hope of suc- an office boy can rise to the position of
ceeding i n an organization the chief pur- firm member. We are proud of staff men
pose of which is to practice accountancy. who have demonstrated their ability to
Others have succeeded in accordance with work their way through the complicated
Nietzsche's theory that only the fittest paths of difficulty to a point where they
survive. Probably some have passed out can assume the responsibility necessary
of the firm's employ because of discourage- to justify their admission to the firm.
ment at not making progress with sufficient We believe in the future of our organizarapidity to satisfy their pride, ambition, tion. We believe in the practice as well as
or economic requirements. Some men the principles of democracy. We believe
who should have been retained have been in Napoleon's theory that every private
carries i n his knapsack the baton of a
allowed to get away.
Whether or not one believes i n the doc- marshal. We think the experience of our
trine of pre-ordination, it is almost i n - three youngest partners should serve as an
evitable that certain individuals will suc- inspiration to every member of our staff.
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From Office Boy to Partner

O S E P H A D R I A N P A D O N , "may his Adrian Padon, an office boy, an advance
tribe increase, awoke one morn, from from $4.50 to 35.00 per week, effective
a dream of peace" to find his dream of one July 1, 1905. This latter rate is what this
day being admitted to the firm of Haskins office has been accustomed to pay previous
& Sells had come true.
office boys, and we would be glad i f you
The story of Joseph Adrian Padon and could see your way clear to carry out M r .
his rise from office boy to partner is one of Franklin's promise, as the present boy is
the romances of accountancy. N o longer an exceptionally reliable one and we bemay business lay claim to all the romance. lieve merits the slight advance."
Accountancy, although a relatively new
Apparently summoning all his available
profession in this country, now comes for- courage, M r . Ludlam approved the recomward and asserts its right to recognition mendation and beneficently made it effecas a field i n which a career may be made tive June 1 instead of July 1, as had been
by the humblest beginner who is endowed suggested by Saint Louis. While we are
with the proper fundamental attributes. unable so to determine from the file, this
Accountancy may hold many other un- action may have been prompted by some
heralded romances. There can be few remorse at having previously underestiothers which are more interesting and mated the youngster's worth, inasmuch as
thrilling than M r . Padon's.
the employment blank dated Saint Louis,
In some respects this sketchy story may June 20, 1904, bearing the approval of
read like the story of Arabian Nights. Messrs. Sells, Ludlam, Dunn, and Fero,
But any one who knows the inside work- and stating that Padon had been engaged
ings of accountancy, knows that many of at $4.50 per week, contains the notation,
the nights involved are far different from "should be $4.00."
those described by, Scheherezade. Let it
Thus began a rise which brought the
not be forgotten that the years from young man to a financial level on June 1,
June 20, 1904, when M r . Padon, at the age 1926, in keeping with the exacting duties
of sixteen, took up his duties as office boy, and heavy professional responsibilities i m to June 1, 1926, the date on which he be- posed upon individuals who engage in the
came a partner, have been packed with practice of accountancy on a large scale.
hard work, difficulties and trying situations,
But the rise has not been confined to
supplemented by more or less of a steady compensation. M r . Padon, during the long
competitive test and pioneering i n a new years, has passed successively through the
territory. A l l these obstacles, and more, various grades from junior assistant to
have been overcome by the worthy candi- supervising accountant. His file shows
date in his quest for recognition.
that in August, 1908, when he was but
This account would lack certain interest twenty, his services were being utilized on
were some of the intimate details to be sup- an important railroad engagement, as far
pressed. They are matters of which to be as managerial wisdom would permit in the
proud, even though to a certain party they light of his youth. Gradually, however,
may prove embarrassing at this stage of his with years and experience he became a
career. One in particular we cannot re- strong factor in the Saint Louis office, in
frain from mentioning. O n June 15, 1905, spite of numerous changes in the managethe new manager of our Saint Louis office ment of that office and the necessity of
wrote to " N e w Y o r k , " which then was satisfying managers of various types and
recognized as the seat of authority, the temperaments—not a mean compliment
following letter: "Before M r . Franklin to M r . Padon's personality and versatility.
left, he advised us that he had promised
With the opening of the Tulsa office,
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February 1, 1920, M r . Padon was made
manager, going to Tulsa from Saint Louis
where he had resided during his entire life.
In this new field, his success was marked
from the beginning. Happy disposition,
attention to business, penetration of problems, and intelligent, practical service to clients combined to make him popular in a
community wrestling with the problems of
growth and development, the kind of community in which constructive service plays
an important part. M r . Padon's contribution to the upbuilding of his adopted environment has been evidenced by the success
which the Tulsa office has enjoyed.
This record would not be complete without injecting a personal note, to which we
are little given in B U L L E T I N articles. O n
Wednesday, A p r i l 19, 1911, M r . Padon
was married to Miss Florence Jean Sweney,
and celebrated the occasion by taking a
vacation, matters i n the Saint Louis office
having been arranged "so that we can spare
him for two weeks." Six youthful members, ranging from two and a half to fourteen years, three girls and three boys, now
contribute to the interest of the Padon
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family; verily, a fine incentive for pressing
on to the goal of economic success.
M r . Padon has been welcomed properly
into the organization where he has assumed
a new role. We are sure his many friends
will rejoice in his recognition, and he will
forgive us our trespass on his personal
affairs. The private affairs of successful
men are public property. John Erskine
even exposed "The Private Life of Helen
of T r o y . "
The following excerpt from M r . Padon's
autobiography, which appeared in the
March, 1920, issue of the BULLETIN, devoted to the firm's twenty-fifth anniversary, is appended at the request of Messrs.
Gause and Bell:
"I realize that my opportunities have
been great and I feel as i f I had been
tutored by such men as Messrs. Chas. S.
Ludlam, T . F . Wharton, W . P. Bickett,
W . H . Bell, and E . C . Gause as I have come
in close contact with these gentlemen at
times when they were actively engaged in
the practice of public accounting and have
received from them their generous instructive assistance."

Also Mr. Palmer
L E S L I E E D W A R D P A L M E R , who was
admitted to membership in the firm
June 1, 1926, began his tour of service
February 1, 1910. His tour was interrupted, however, on February 26 following,
on account of seasonal reduction of staff.
The neophyte must have made a good impression during his short stay and practice
must have taken a sudden turn for the
better, because on A p r i l 18, 1910, he was
re-engaged and engaged he has been ever
since. Starting at $30 a week, M r . Palmer
went until August 1, 1911, without any
increase in his compensation, but on that
date he entered the select circle, then
known as Class " C , " Grade 4, at the rate
of $150 per month. Two things occur to
us as we review the file. M r . Palmer's
work must have been above the average
to have justified an increase i n compensa-

tion and election to the permanent staff in
mid-summer. Addition to the permanent
staff was a somewhat "touchy" subject i n
those days, and the policy of the firm was
to give no man the impression he had a
life job. N o announcement ever was made
that compensation on a monthly basis
meant "permanent staff," but every one
on the staff knew the significance of receiving a notice of that character.
Fortunate is the young man who knows
what he wishes to do in life, and who
chooses his vocation early enough to shape
his education accordingly. Thus, M r .
Palmer may be regarded as fortunate,
inasmuch as he made up his mind to become
a certified public accountant when he
was a student i n high school at Plainfield,
New Jersey. Perhaps, at the same time
he may have taken a solemn vow that some
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day he would become a member of the
firm of Haskins & Sells; a design which
may be lurking elsewhere i n the organization for aught we know.
A t any rate M r . Palmer began to fit
himself for a successful career in accountancy by supplementing his high school
education with a course at New York
University, from which he was graduated
in 1911 with the degree of bachelor of commercial science. He became a New Y o r k
C. P. A . i n July, 1914, and a C . P. A . of
Michigan i n October, 1919.
M r . Palmer's career typifies the success
which characterizes a combination of education and experience, of theory and practice, of study and work, of careful thought
and intelligent application, founded on
sterling character and cemented with the
personality necessary to get on well with
other humans generally.
Nothing very much occurred in M r .
Palmer's life with the firm except hard work
in the field and an occasional increase i n
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compensation, until July 1, 1917, when it
seemed advisable to the firm to open an
office i n Detroit, and he was appointed
manager. His stay in Detroit was of
relatively short duration, because developments in New York required a man with
certain qualifications which M r . Palmer
possessed, and accordingly he was transferred. This, however, was but a steppingstone to greater opportunity of which he
took advantage, rising gradually to the
position of manager at the New Y o r k
Thirty-ninth Street practice office, the
position which he held when he became a
partner.
There is much i n M r . Palmer's rise which
should serve as an inspiration, but his
success may not be attributed to luck.
It has grown out of deliberately planned
education, of a willingness to work hard,
to co-operate, and above all else to think.
The individual who combines these attributes cannot avoid success i n a field where
opportunity lies.

And Mr. Reik

A Y M O N D C A R L I S L E R E I K , manager, Baltimore office, became a member of the firm June 1, 1926. While we
have no thought i n referring to M r . Reik's
admission to the firm of including him as
among those "also present," we confess to
having drawn somewhat severely on our
fund of laudatory remarks in writing about
M r . Padon and M r . Palmer. However, at
the risk of committing the sin of repetition,
we cannot refrain from saying some things
which we feel concerning the subject of
this sketch.
M r . Reik came up, so to speak, by the
same route as M r . Padon and M r . Palmer,
but he was a member of the Maryland Bar
Association, holding the degree of L L . B .
from the University of Maryland, and a
C. P. A . of Maryland, when he joined our
staff in Baltimore on July 1, 1915. We
have the authority of one person to whom
he referred in his application for a position
with us that he "took the regular course i n

expert accounting while still earning his
livelihood and at the sacrifice of many of
the pleasures that usually appeal to young
men of his age." Incidentally, it may be
said that never have we seen a finer collection of references than those which support
his application. They are not of the perfunctory kind. Rather, they speak volumes
for the esteem in which he was held by
those with whom, for a matter of about
eleven years, he was associated i n the office
of the Comptroller of the State of M a r y land.
Everything of record i n our files concerning M r . Reik indicates that he was a
"find." His work on the Baltimore staff
was finished and intelligent. He became
a tower of strength i n the Baltimore office
and we are pleased to acknowledge herewith the credit for the success of that
office which is due to his conscientious,
thorough, unpretentious work and his dignified demeanor day i n and day out.
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Here we stop; not that the supply of
appropriate adjectives has become exhausted, but lest an excess of such adjectives detract from the expression of sincere
appreciation which we feel and are trying
to convey.
We dare say one's first reaction to M r .
Reik is that he is an agreeable, polished
gentleman. But let that person talk with
M r . Reik on any subject and he will find
him well informed. L e t him delve into
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the depths of accounting theory and he will
find evidence of a mind at work. L e t him
examine and cross-examine him on a piece
of work for which he is responsible and he
will find him i n touch with every angle and
in command of the situation.
The firm of Haskins & Sells has been
fortunate i n many respects. N o t the least
of these respects is the privilege of including
among its co-workers and firm members
M r . Raymond Carlisle Reik.

Miss Taaffe Celebrates

ISS L O R E T T A A N N A T A A F F E
entered the Haskins & Sells organization June 12, 1901. Having been continuously i n the organization since that
date, Miss Taaffe celebrated her twentyfifth anniversary on June 12, 1926. B y
this we mean her twenty-fifth anniversary
with the firm.
Confessing to having been born on
February 28, Miss Taaffe takes advantage
of experience gained in keeping to herself
the volumes of confidential information
concerning the affairs of clients and is
silent as to the year. For the benefit of
those who are inclined to be inquisitive, it
may be said that she is as young i n spirit,
action, and disposition now as she was when
she took up the work of typing yard-square
reports. For some reason or other, when
we think of Miss Taaffe we immediately
think of monstrous statements being typed
as nonchalantly as mere personal notes.
Reviewing Miss Taaffe's career also recalls many of her erstwhile favorites who
figure in the earlier history of the firm;
Peter White, who dubbed her "Flossie";
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Eugene Hifton, Harry Lee, her particular
friend, " R i l e y , " and Belle Hatfield, who
still remains to check her up when she
recounts to her younger associates glittering tales of bygone days.
Miss Taaffe typifies the spirit of Haskins
& Sells; no task too trying; no statement
too long, wide, or difficult; no amount of
work too much to interfere with punctuality, regular attendance, strict application, and abundant good nature in the
common purpose of serving clients. Such
devotion to an organization, year in and
year out, over a quarter century is a fine
tribute to the sterling character of the
individual who is the subject of this sketch.
The firm owes much to Miss Taaffe.
Hers has been a contribution which i n some
respects sentiment alone can compensate.
In acknowledging this obligation, may we
add the wish that her future may be long
and filled with an abundance of happiness.
A n y organization is fortunate which can
boast of members who, like Miss Taaffe,
bring untiring and cheerful devotion to its
daily work.

Non-Odious Comparisons

H E increasing list of firm members, and
the reminiscent mood prompted by the
historical sketches of the newest partners,
moves us to make some observations based
on comparative statistics.
In the March, 1918, BULLETIN, introducing the department for professional

training, we made the following statement:
" A t the time of M r . Haskins' death i n
January, 1903, the copartnership group,
which began in 1895 with M r . Haskins and
M r . Sells, had expanded to include forty
accountants, sixty assistant accountants,
and forty clerks.
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"Today there are two hundred and sixtyeight employes. There are fourteen offices;
thirteen in the United States and one in
London, England. There are ten members of the firm."
A t March 15, 1926, we had nine hundred
and sixty-eight employes. There were
thirty-five offices; thirty-one i n the United
States, and four foreign offices, at London,
Paris, Berlin, and Shanghai. There were
twenty-five members of the firm; now
augmented to twenty-eight.
Thus, comparing nineteen twenty-six
with nineteen eighteen, the number of employes increased 3.6 times; offices 2.5
times; firm members 2.5 times. Also,
there are some parallel statistics which are
interesting. Comparing the same two
years, the gross practice for March i n creased 4.25 times, while for the year to
March 31, the increase was 4.89 times.
The gross practice for the one month of
March, 1926, was approximately 60% of
that for the entire year ended March 31,
1918.
As we said in March, 1918, "growth and
progress are evident." We might add
now—"and they should result in a realization of increased responsibility."
Every engagement has on the other end
of it, so to speak, a client who judges us
by what we do for him. He is not concerned with our problems of organization,
administration, or technique, or the difficulties of geography, time, temperament
and human efficiency. He knows only
that Haskins & Sells, whether in Shanghai,
China, or New Y o r k City, serve him well
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or i l l . The problems of service are ours,
not his.
N o organization of the magnitude which
this organization has attained can succeed
in a profession where personal service is
the principle on which that profession is
founded i f it forgets the principles of personal service. New offices opened in virgin
territory may add to the gross temporarily.
B y fortuitous circumstances, we may go
on growing from year to year. But growth
by design will come only, we venture, by
appreciation of the fact that good work
counts for more than anything else. Good
work in accountancy, we venture further,
is impossible without a sense of realization
that personal attention is the spark that
kindles the good-will on which service to the
public rests.
Good work is a matter of procedure
scientifically conceived, clearly stated, and
thoroughly promulgated; of men carefully
selected and trained; of studying each engagement as to the requirements of the
client; and of intelligent application of the
procedure to each engagement. The machinery for accomplishing good work in a
big organization must be built with all the
foregoing principles in mind, run with a
steady hand, and oiled with human kindness.
The problems of the organization are the
problems of every individual in the organization. With proper realization of this
fact, earnest, intelligent effort and wholehearted co-operation on the part of every
one, the future of the organization well
may be left to the imagination.

Recent Additions to the Library

C

A U G H T i n the entanglements of the
comparative mood as we glance at the
following list of books, we cannot help but
think what strides accounting literature
has taken in a span of twenty years.
Approximately that far back the supply of
books on accounting, auditing, and business
generally was meagre in the extreme.
Sprague had written his book on Philosophy

of Accounts. Montgomery had brought
out his American edition of Dicksee's
Auditing. Hatfield had contributed his
Modern Accounting, than which no more
scholarly work on the subject has since
appeared. Hardcastle's Estate Accounting
was available but known to few. Tipson's
Quiz Compend was eagerly sought by men
who were preparing for the C . P. A . ex-
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aminations. Books by Keister (not Kester) and Rahill also enjoyed considerable
vogue.
Now, scarcely a week passes that some
enterprising publisher does not bring out
books on business subjects. Some are
good; others are fair; still others might
better have been condemned with the reading of the manuscript. But withal, the
literature is increasing. Members of the
profession are doing more reading. Books
are being used to a greater extent as auxiliaries to practice. The tendency is in the
right direction.
It is gratifying, therefore, to list the
following books covering many phases of
accounting and allied subjects, being the
more important additions to the library of
the executive offices during the past few
months. We trust that the members of
the staff will continue to feel free to avail
themselves of the facilities offered by the
executive office library.
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Associations. (New York, The Macmillan
Company, 1925. 540 p.)
Djorup, Christian. Foreign Exchange
Accounting. (New York, Prentice-Hall,
Inc., 1926. 406 p.)
Dunn, Robert W . American Foreign
Investments. (New York, B . W . Huebsch
and The Viking Press, 1926. 421 p.)
Eggleston, DeWitt Carl. Auditing Procedure. (New Y o r k , John Wiley & Sons,
1926. 528 p.)
Eigelberner, J . The Investigation of
Business Problems. (Chicago, A . W . Shaw
Company, 1926. 335 p.)
Fitzpatrick, Walter T . Cost Control for
Knit

Underwear Factories.

(New

York,

The Ronald Press Company, 1924. 259 p.)
Gilman, Stephen. Analyzing Financial
Statements. (New York, The Ronald Press
Company, 1925. 222 p.)
Guthmann, Harry G . The Analysis of
Financial Statements. (New York, Prentice-Hall, Inc., 1925. 454 p.)
Haring, H . A . Warehousing.
(New
York, The Ronald Press Company, 1925.
787 p.)
Hayer, Roy, and Scragg, G . H . Bus
Operating Practice. (New York, International M o t o r Company, 1925. 260 p.)
Hilgert, Joseph Robert. Cost Accounting for Sales. (New York, The Ronald
Press Company, 1926. 259 p.)

Alford, Leon Pratt, ed. Management's
Handbook. (New Y o r k , The Ronald Press
Company, 1924. 1607 p.)
Baldwin, William Edward, ed. New
York Banking Law, annotated 1925 edition, containing all amendments to January, 1926. (New York, The Banks Law
Publishing Company, 1925. 459 p.)
The Bankers Encyclopedia (purple book).
Investment Bankers and Brokers of Amer(New York, Bankers Encyclopedia Com- ica. (Chicago, A . C . Babize, 1926. 336 p.)
pany, 1926.)
Inwood's Tables of Interest and Mortality
Barber, Joseph H . Budgeting to the for the Purchasing of Estates and Valuation
Business Cycle. (New York, The Ronald of Properties. (London, Crosby Lockwood
Press Company, 1925. 115 p.).
and Son. 1924. 426 p.)
Lazarus, Arthur.
Vital Department
Beale, Joseph Henry, and Magill, Roswell. Cases on Federal Taxation.
(New Store Statistics. (New York, D r y Goods
York, Prentice-Hall, Inc., 1926. 719 p.) Economist, 1926. 167 p.)
Mather, Charles Ernest. Life Insurance
Belt, Robert E . Foundry Cost Accounting Practice and Procedure. (Cleveland, Accounting. (New York, The Ronald Press
The Penton Publishing Company, 1926. Company, 1926. 118 p.)
Montgomery, Robert H . , ed. Financial
267 p.)
Bennett, George E . Accounting Sys- Handbook. (New York, The Ronald Press
tems. (Chicago, A . W . Shaw Company, Company, 1925. 1749 p.)
Montgomery, W . Randolph. Bulk Sales.
1926. 554 p.)
Clark, Horace Frisby, and Chase, F . A . (New York, National Association of Credit
Elements of the Modern Building and Loan M e n , 1925. 124 p.)
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M c N a i r , Malcolm P. The Retail Method
of Inventory. (Chicago, A . W . Shaw Company, 1925. 143 p.)
National Association of Credit M e n .
Credit Man's Diary,

1926.

(New Y o r k ,

National Association of Credit M e n , 1926.
574 p.)
Parker, John Scott, and others, ed. The
Corporation Manual. (New Y o r k , United
States Corporation Company, 1926. 2381 p.)
Pinkerton, Paul W . , and Millsaps, J . H .
Inheritance and Estate Taxes.
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Woodbridge, Frederick W . Elements of
Accounting. (New York, The Ronald
Press Company, 1925. 700 p.)

News Items
M r . Forbes is now in the Far East, visiting Manila and Shanghai. H e expects to
return to America by way of Europe, visiting the European offices en route and thus
completing a trip around the world.

(Chicago,

M r . Reik will go to Buffalo as resident
Callaghan and Company, 1926. 1054 p.)
Railway Accounting Officers Association. partner about August 15, succeeding M r .
Railway Accounting Procedure, 1926 Edi- Scoville, who, on account of i l l health, will
tion.
(New Y o r k , Simmons-Boardman take art extended leave of absence. Upon
M r . Scoville's return, it is planned that
Publishing Company, 1926. 884 p.)
Reiter, Prosper. Profits, Dividends and he will become resident partner at Brookthe Law. (New York, T h e Ronald Press lyn. M r . H . S. Frost will be i n charge of
the Buffalo office pending M r . Reik's
Company, 1925. 260 p.)
Robinson, Leland Rex. Investment Trust arrival, after which M r . Frost will return
Organization and Management. (New Y o r k , to the New York Broad Street practice
The Ronald Press Company, 1926. 448 p.) office.
Spahr, Walter Earl. The Clearing and
Collection of Checks. (New Y o r k , The
M r . Tilton spoke on "The C . P . A . and
Bankers
Publishing Company, 1926. the Client" at the banquet held i n connection with the Michigan Accounting Con597 p.)
Swindell, Walter. Newspaper Account- ference at Detroit on M a y 14 and 15.
ing and Cost Finding.

(New Y o r k , The

Ronald Press Company, 1924. 87 p.)
Trow's New York Copartnership and Corporation Directory. Vol. 69. (New Y o r k ,

R. L . Polk & Company, 1925. 2060 p.)
United States Corporation Company.

M r . J . M . Neumayer, manager at Saint
Louis, was elected president of the Saint
Louis Chapter of the Missouri Society of
Certified Public Accountants, at a recent
meeting.

New York Laws Affecting Business Cor-

porations, 7th edition, revised to M a y 23,
1926. (New Y o r k , United States Corporation Company, 1926. 331 p.)
Washburn, Earle L . Accounting for
Universities. (New York, T h e Ronald
Press Company, 1926. 126 p.)
White, Joseph L . Analysis of Railroad
Operations. (New York, Simmons-Boardman Publishing Company, 1925. 381 p.)
Wiegand, William B . Fire Insurance
Accounting. (New Y o r k , T h e Ronald
Press Company, 1926. 108 p.)
Wilcox, Delos Franklin. Depreciation
in Public Utilities. (New Y o r k , National
Municipal League, 1925. 112 p.)

M r . P . C . Davis, manager of our Seattle
office, has received an appointment from
the American Arbitration Association as a
representative of accountants i n the State
of Washington.
We have pleasure in announcing that
M r . H . A . Hollopeter has been appointed
assistant manager of the Portland office,
effective July 1, 1926.
M r . Charles W . Swormstedt, of the C i n cinnati staff, is to be congratulated on his
success i n passing the M a y C . P . A . examinations in Indiana.
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Keeping Up With the Times

A T I T U D I N O U S though it may be,
PLthere
is merit in the statement that

there is no such thing in business as standing still; one must go forward or he goes
backward. While this may not be literally
true in relation to a fixed point, it is true
when compared to the movement of others
who are pressing forward and making
progress in that direction.
"Business conditions in the United
States," says our M r . Forbes, according
to an interview appearing in the China
Press of June 13, 1926, "have never been
better in normal times and with over one
hundred and ten million people within the
states actively employed, with crops and
prices fair and the country at peace
with the world they are likely to continue
good domestically unless something unforeseen happens."
This statement portrays a condition
which the best minds i n the country are
striving to maintain, even though here and
there alarmists, perhaps seeking publicity
under this cloak, are prophesying an unfavorable change. B u t business, it seems,
refuses to be alarmed. Business, instead
of getting worse, is becoming better.
Business men of this country believe in
going forward, rather than backward.
They are never satisfied. Nothing ever is

good enough. " M o r e and better business"
is their watchword.
Accountancy, like business, well may
press onward with a similar motto. The
surface, as yet, has been but scratched.
Science has played little part in helping
accountancy to find itself. The profession,
in many respects, has "just grown."
Business men have told accountants
what they would like to have done. A c countants have done very little along the
lines of telling business men what they
can do, and demonstrating for the latter the
force of the statement.
Accountants never should be satisfied
with their work. If last year was a good
year, it is something for which to be thankful.
But, paraphrasing the common
prayer, we must have "done those things
which we ought not to have done, and left
undone those things which We ought to
have done," which affords a good basis for
a resolution concerning the coming year.
The opportunity for accountancy lies in
the future. But it will be found only after
a process of introspection, from selfanalysis, and a study of how best business
men can be served; by studying business
and business conditions and interpreting
transpiring events in their relation to the
problem of service.
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The Retail Method of Inventory
statement of net income
THforA Ta correct
period in most manufacturing

and trading concerns is dependent on
proper valuation of merchandise inventories at the beginning and end of the
period is axiomatic. That reliable inventory data are necessary in preparing
balance sheets to be used as a basis for
credit, and in maintaining effective control
over stocks also is self-evident.
Incorrect statement of inventories frequently has results more far-reaching in
effect than mere inflation of the book profit
for one period and diminution of that for
another period. It may affect the amount
of income taxes paid, particularly as between two periods of differing tax rates;
or the amount of bonuses payable to employes, especially where a sliding scale is
used in computing the bonuses. Financial
statements containing improper inventory
valuations may indicate false trends, and
become a basis for misguided policies.
Hence the necessity for statements of
inventories in which the number of units
is correct, the valuations proper, and the
arithmetical computations accurate.
Conditions surrounding the World War
—a period of rapidly rising prices and inflation, followed by a period of even more
rapidly declining prices and depression—
served to focus attention on the inventory problem. The situation was accentuated by the advent of the income tax
and the high rates then prevailing. Modern
business conditions—the vast size of individual business units, and increased competition with their attendant problems—
also have tended to draw attention to the
inventory question, by way of demanding
more accurate and complete financial and
operating data for purposes of control and
administration.
In the retail field, particularly in the case
of department stores, the so-called retail
method of inventory has come to the fore.
Evidence indicates that various features of

this plan, in one form or another, have
been in use by certain concerns for a number of years. It is only recently, however, that the method has come into very
general use. Provision for the use of the
retail method of inventory now is embodied
in the "Standard Method of Accounting
for Retail Stores" prepared by the Controllers' Congress of the National Retail
D r y Goods Association. The principles of
the scheme have been accepted by the
Treasury Department, and taxpayers to
whom the retail method applies may follow it in the preparation of Federal income
tax returns, provided they observe the
general principles of the plan, and adhere
to it consistently from year to year.
The main feature of the retail method of
inventory is that it provides that inventories be taken at selling prices, and reduced to a cost basis by deducting from
the total the amount of mark-up (margin
added to cost in order to fix selling price)
applicable to the goods in question; this
being determined by applying to the total
of the inventory at selling price the percentage of mark-up contained therein as
ascertained from experience.
In its
broader sense, however, the plan is really
a method of accounting for merchandise,
in that it contemplates the accumulation
of data during a fiscal period which will
enable the management to maintain an
effective stock control. It further provides a book inventory which may be used
to prepare financial statements at more
frequent intervals than physical inventory
times, and to ascertain whether a stock
shortage exists when a physical count is
made.
The following form, taken from the uniform system above referred to, shows the
operation of the method. The spaces
filled with an 000 00 are not used.
It should be understood that a separate
computation is made for each department
or class of goods. In a department store,
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sub-departments frequently are created for
inventory purposes, in order to segregate
goods of different classes or varying rates
of mark-up.
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On line 2 is entered the same information for the total purchases made during
the period. This information is accumulated during the period in collateral records
designed for the purpose.
In the cost column on line 3 provision
Retail Inventory Method—Formula
is made for adding inward freight, express,
and cartage charges applicable to goods
purchased during the period, although
(3)
(2)
(4)
(1)
% of
sometimes these are excluded.
Cost
Retail Mark-up Mark-up
On line 4 is entered i n the retail and
1 Opening Inventory (lines
mark-up
columns the total amount of
9 and 10 of preceding
additional mark-ups taken during the
period)
2 Purchases
period, less subsequent cancellations of a
3 Freight, Express, and
part or all of these additional mark-ups,
Cartage Inward
000 00 000 00 000 00
4 Additional Mark - Ups,
if any. It frequently happens, in cases
less additional Mark-Up
where the market for certain goods adCancellations
000 00
000 00
vances, that the selling price is marked up
5 Total of Inventory, plus
to a point beyond that fixed when the
Additions
goods were purchased. A part or all of
6 Net Sales
000 00
000 00 000 00
this additional mark-up may be cancelled
7 Mark-Downs, less MarkDown Cancellations
000 00 000 00
000 00
subsequently as market conditions change.
The net additional mark-ups for the period
8 Total Retail Deduction
(sum of items 6 and 7).. 000 00
000 00 000 00
are entered on this line. Mark-downs
below original retail prices are excluded.
9 Resultant Retail Inventory (Retail Inventory on
They are treated as explained below.
line 5, column 2, minus
Line 5 is the total of the figures on the
item 8)
000 00
000 00 000 00
10 Calculation of Cost Perfour
preceding lines, and shows, at both
centage:
cost and selling price, the total amount of
(a) Total Percentage
100%
merchandise handled or available for sale
(b) Percentage of Markduring the period; the total amount of
up (line 5, column 4) %
(c) Percentage of Cost
mark-up applicable thereto; and the ratio
[(a) minus (b)] %
of total mark-up to total retail price.
11 Cost Inventory (Item 10
000 00 000 00 000 00
(c) applied to item 9)
Sales for the period, at retail, are entered
12 Resultant Mark-Up and
on
line 6, in the retail column. This figure
Percentage
(item 9,
000 00 000 00
minus item 11)
is taken from collateral records in which are
accumulated the amounts of individual
13 Gross Cost of Merchandise Sold (difference besales tickets.
tween Cost Inventories
It will be noted that mark-downs, less
on lines 5 and 11)
000 00 000 00 000 00
mark-down cancellations for the period, are
shown on line 7, i n the retail column. The
On line 1 are entered the inventory sum of this figure and the net sales for the
figures for the beginning of the period, at period, at retail (line 8), deducted from the
both cost and retail, as ascertained by the total amount of merchandise available for
retail method at the close of the preceding sale during the period, at retail (line 5),
period. The amount of mark-up con- gives, on line 9, the retail value of the goods
tained in the selling price of the goods then which should be on hand at the end of the
on hand is the difference between these period. This figure can be checked against
two. The percentage of mark-up is cal- a physical inventory taken at selling prices,
culated on the retail figure.
any discrepancy between the two indicating
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that a stock shortage or overage exists, depending on whether the physical inventory
figure is less or more than the book inventory figure.
Line 10 provides merely for calculation
of the ratio of cost to selling price of the
total amount of merchandise handled during the period, as shown on line 5. Obviously, this is the difference between 100%
and the percentage of mark-up on line 5.
This ratio then can be applied to the
closing inventory at retail (line 9), and the
cost price of the goods on hand at the end
of the period ascertained (line 11), and
used in the profit and loss statement.
Line 12 is the difference between the
retail value and the cost value of the closing
inventory, and represents the mark-up
applicable to the merchandise on hand,
and the ratio of mark-up to the retail value
of the inventory. Line 13 shows the cost
of sales for the period.
The question arises as to why markdowns are not offset against additional
mark-ups, and the net additional mark-up
or net mark-down entered on line 4; and
as to why cancellations of additional markups are not treated as mark-downs, and
mark-down cancellations treated as additional mark-ups. It will be noted that
additional mark-ups, and mark-downs are
shown separately; and further, that because of this, mark-downs do not have any
effect on the computation of the percentage of mark-up included i n the selling
price of the goods handled during the period
as shown on line 5; nor on the computation
of the cost percentage as shown on line 10.
The reason for the treatment prescribed
is fundamental to the operation of the
system. If mark-downs were offset against
additional mark-ups, and the net additional
mark-up or net mark-down only shown on
line 4, it is obvious that the spread between
the cost and retail figures shown on line 5
would be diminished. In other words,
the ratio of cost to retail would be greater;
and since this ratio is applied to the retail
value of the inventory at the end of the
period in order to arrive at the cost value
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of the same inventory, it follows that the
resultant cost value would be larger. On
the other hand, by following the method
prescribed, mark-downs do not figure in
the calculation of the ratio of cost to retail.
This results in a greater spread between
the cost and retail figures shown on line 5,
a lower percentage of cost to retail, and a
consequently lower cost valuation of the
closing inventory.
Goods presumably are marked down because of a decline i n the market which
would affect the replacement cost as well
as the selling price of goods. If markdowns are not allowed to affect the computation of the ratio of cost to retail prices
of the goods handled during the period, a
lower ratio will result, as described above.
This means that the lower ratio represents
the relation which normally should exist
between cost and retail prices: the normal
percentage of mark-up has not been reduced as it would be if forced mark-downs
were taken into account. If the lower
ratio of cost to retail therefore is applied
to the retail value of the inventory at the
end of the period, any merchandise i n cluded therein at marked down retail
prices automatically is valued at a price
lower than actual cost—replacement cost,
if such is lower than actual cost. The
method prescribed, therefore, automatically produces an inventory valued at cost
or market, whichever is lower.
By pursuing the same line of reasoning,
it should be apparent as to why cancellations of additional mark-ups are not treated
as mark-downs, and why mark-down cancellations are not treated as additional
mark-ups.
A number of advantages have been
claimed for the retail method of inventory.
It facilitates the taking of a physical i n ventory. A l l items may be inventoried
at retail. There are no cost codes to decipher, and consequently much less labor
involved, and fewer errors. It further
facilitates the valuation of an inventory
at cost or market, whichever is lower.
As described above, this is practically
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automatic. It frequently is a laborious situation is best met by keeping such mertask to reduce to market an inventory chandise separate from regular goods, and
taken at cost, inasmuch as the Treasury excluding it from all computations under
Department has ruled that blanket depre- the retail method of inventory.
ciation rates are not permissible, but that
The system requires considerable clerical
each item must be considered separately. work, particularly in keeping records of
The scheme is valuable in showing up additional mark-ups, mark-downs, and
stock shortages. Further, it really pro- cancellations thereof. However, studies
vides a book inventory, and thus enables made by the Harvard Bureau of Business
the preparation of accurate monthly state- Research indicate that these items are
ments without the necessity of taking a vital factors in retail stores, and that accuphysical inventory. In fact, a number of rate data regarding them should be made
concerns using the retail method have available in any case.
adopted the practice of taking a physical
The treatment of cash discounts and
inventory only as a means of disclosing freight in connection with the retail method
stock shortages, and have found it satis- of inventory presents some problems when
factory for this purpose to dispense with a these items are not treated as other income
general simultaneous physical count of all and deductions from income, but they are
departments, and to inventory each de- not insurmountable.
partment when convenient, such as at the
The National Retail D r y Goods Assotime when its stock is at its lowest point. ciation has recommended that stock turnAnother advantage is stated to be that over figures be calculated on retail prices,
the method trains buyers to think in terms for the sake of uniformity.
of retail prices, and provides information
The use of the retail method of inventory
through the book inventory feature which has been largely confined to department
is valuable in stock planning.
and specialty stores up to the present time,
A number of difficulties also have been and to other retail establishments whose
encountered in the operation of the method. situation is essentially the same. ObviIn the first place, it is essentially an averag- ously, it has limitations. In most small
ing method, and is subject to all the dis- establishments, the results secured in
advantages of averages. It assumes that order to maintain the system fully would
the percentages of high mark-up goods and not be worth the efforts expended. A n d
low mark-up goods in the closing inventory unless the method is followed in all reare practically the same as in the total spects, its usefulness is greatly diminished.
merchandise handled during the period. In establishments dealing in low-priced
This difficulty frequently may be obviated staple commodities, with a wide range of
by careful departmentization of the goods. prices and a rapid turnover, the method is
Another difficulty lies in the treatment less needed. Its greatest value seems to be
of purchases of merchandise for special in the department store field, where goods
sales at which the goods are all disposed of are thoroughly classified, and problems of
at low mark-ups. It is believed that this season and style are an element.

Changes in the Bankruptcy Law

A

L L of us are familiar with tales of fires
of mysterious origin, followed by sensational fire sales and collection of large sums
of insurance. It is known that in many
cases such conflagrations, although apparently arising from unavoidable causes,

have been started with the express purpose
of taking advantage of the possibilities of
fire sales and of perpetrating insurance
frauds.
It sometimes has been possible also to
secure a considerable amount of ill-gotten
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gain through carefully planned fraudulent
bankruptcies. Instances of this sort are
plentiful. Investigators cite a case in
which a wholesale merchant failed in a
southern state, with assets of 328,737 and
liabilities of 361,000. During the bankruptcy proceedings a composition offer of
25 cents on the dollar was made and was
being seriously considered when investigators from the Investigation and Prosecution Department of the National Association of Credit M e n were called in. Newly
painted boards in the warehouse led to a
stock of merchandise valued at $4,200,
concealed between the ceiling and the roof.
New flooring in the garage used by the
merchant led to a buried lot of checks, invoices, and papers which proved to be the
records of the business, although the merchant claimed that he had kept no books.
One of the checks Was in payment of rent
on property in another city, and additional
merchandise valued at more than 320,000
was found there. The total concealed
merchandise recovered was valued at
332,000, which, added to the visible assets
listed by the bankrupt, increased the
amount available to almost 361,000, making him nearly solvent. He was indicted,
tried, convicted, and sentenced to two years
in the Atlanta penitentiary. Other instances of similar occurrences undoubtedly
exist in which the would-be bankrupt was
more successful in his nefarious schemes
and consequently was able to perform the
proverbially impossible feat of "eating his
cake and having it too."
However, unfortunate though it may be,
bankruptcy frequently results from entirely
legitimate causes. Among these are failure
of debtors, over-expansion, insufficient
capital, adverse market conditions, etc.
In such cases it is desirable that legal
means be available to protect the interests
of creditors of the bankrupt and to enable
honest debtors to rehabilitate and reestablish themselves in business and in
society. A bankruptcy law, in effect, is a
provision made by society to care for its
business failures.
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The purposes of bankruptcy legislation
are two-fold. In the first place, it should
provide the machinery for a just and
equitable distribution of a bankrupt's
property among his creditors, without
undue preference, whether they be located
near or far and whether they be large or
small. In the second place, it should provide that a bankrupt be released or discharged from the unpaid balance of his
obligations, provided he has acted in strict
good faith with his creditors. In other
words, a bankruptcy law should facilitate
the marshalling and conserving of assets
for creditors and should relieve the honest
bankrupt from permanent disability to
transact business because of the unfortunate condition in which he finds himself.
It should not be unduly complex in its
operation.
National bankruptcy laws were enacted
in the United States in 1800, in 1841,
in 1867, and in 1898, each one, with the exception of the last, being repealed after
a short trial. The law of 1898 was passed
largely through the efforts of the credit men
of the country and, with various amendments, is in effect at the present time.
It recently has been recognized generally
that there were a number of defects in the
law, which required remedy. It was found
that loopholes in the act rendered it susceptible of misuse by the unscrupulous in
the perpetration of fraudulent bankruptcies. The National Association of Credit
Men, which always has been active in
attempting to uncover and prosecute
fraudulent bankrupts, deemed the situation
serious, and launched a campaign to raise
a million dollars to be used for this purpose. The campaign resulted in the accumulation of a fund of a million and a
half dollars. A Credit Protection Department of the Association was organized and
is now engaged on a large scale in investigating and prosecuting cases of fraudulent
bankruptcy. Published records of the
activities of the Association show that it
has had marked success.
However, such activities are costly.
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Investigation charges incurred in six cases,
picked at random, averaged about $600
for each case. Evidently, certain changes
were desirable in the National Bankruptcy A c t . The defects complained of
were several. The law was not sufficiently
strict to prevent collusion between the
bankrupt and his creditors or the officials
appointed to administer his estate. It was
found that a dishonest business man owing
many debts might himself arrange bankruptcy proceedings in order to free himself
of his debts without parting with all of the
assets to purchase which he had created
the debts. He might stage the whole
affair himself through dummy creditors,
sometimes created through fictitious debts;
or he might have the assistance of friends
who often obtain from creditors assignment
of their claims. It was easy to obtain
fraudulent compositions, effected with the
connivance and aid of creditors who were
friends of the bankrupt. Discharges in
bankruptcy were too easy to obtain. U n t i l
the bankrupt secures a discharge he cannot
engage again in business, or accumulate
property. Thus, refusing a discharge is
one form of punishment which may be
inflicted on a dishonest bankrupt, but complaint was made that it was seldom i n voked, even in flagrant cases. The law
contained insufficient criminal provisions
and penalties, and because of lack of prosecution of apparent offenders, it was difficult
to secure convictions. It was comparatively easy for creditors to secure unlawful
preferences. Frequently, there was considerable delay in settling estates of bankrupts, and often it was easy to evade the
statute, largely because of a multiplicity of
legal technicalities.
In order to correct these evils, the recent
session of Congress enacted a number of
amendments to the National Bankruptcy
Act. The amendments were approved by
President Coolidge on M a y 27. They are
to become effective three months after
approval, or on August 27, 1926. The
amendments do not affect the theory of the
bankruptcy law, but are designed to
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strengthen the weaknesses which have become apparent through the operation of the
law. The more important provisions of
the amendatory act may be described
briefly.
The law adds new acts of bankruptcy and
strengthens the definitions of present acts
of bankruptcy. Bankruptcy proceedings
now may be instituted if a debtor has
"suffered, or permitted, while insolvent,
any creditor to obtain through legal proceedings any levy, attachment, judgment,
or other lien, and not having vacated or
discharged the same within thirty days
from the date such levy, attachment,
judgment, or other lien was obtained." The
purpose of adding this act of bankruptcy
is to afford a remedy to creditors, when by
collusion or otherwise, a creditor obtains
through legal proceedings, a lien on his
debtor's property, and the same is allowed
to remain without sale or other disposition
for more than four months until it ripens
into a valid preference. The amendment
will permit the filing of a petition in bankruptcy for the purpose of dissolving such a
lien if it has not been vacated or discharged
within thirty days from the date it attaches.
A n act of bankruptcy now is committed
if a receiver or trustee is appointed while a
debtor is insolvent. Formerly such appointment was an act of bankruptcy only
if applied for by the debtor or made because of insolvency. Debtors desirous of
keeping out of the bankruptcy court could
have someone else apply, alleging any other
ground than insolvency.
The new law makes it more difficult for
dishonest bankrupts to obtain discharges.
It limits discharges to one i n six years,
whether voluntary or involuntary. The
time limit previously applied only to voluntary proceedings. In cases where the objector shows that there is reason for belief
that the bankrupt has committed certain
acts which would prevent his discharge,
the burden of proving that he has not committed the same now is upon the bankrupt.
The possible term of imprisonment for
various offenses against the bankruptcy act,
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including concealment of assets, has been
increased from two to five years. Several
new punishable offenses have been added,
such as the destruction or concealment of
records, concealment of property by an
officer or agent of the bankrupt, concealment of property from a receiver, as well as
from a trustee, and withholding of records
from a receiver or a trustee. The act
further extends from one to three years the
time in which prosecution of offenses may
be made. Receivers and custodians (as
well as trustees, as provided in the former
act), are among those punishable for embezzlement from bankrupt estates.
Now it is obligatory for referees to report
to United States attorneys all violations
of the bankruptcy act that come to their
notice.
The amendments to the law curtail the
payment of certain taxes from estates, and
give priority to the payment of wages over
the payment of taxes for the first time i n
bankruptcy legislation. They make provision for the payment of expenses of those
creditors who successfully oppose the confirmation of compositions. They make
communications between creditors, and
between creditors and referees and trustees,
privileged and not subject to action for
slander or libel, if made in good faith.
The new law prevents delays in adjudication and in settlement of estates,
caused by the offering of settlements in
composition. It provides that action upon
a petition for adjudication shall not be
delayed when an offer of composition is
filed, except at the discretion of the court.
Under the old law the filing of an offer of
composition effected an automatic stay
upon the petition for adjudication. The
time limit for proving claims has been
reduced from one year to six months after
adjudication.
In addition to the amendments to the
National Bankruptcy Act, seven additional
rules and an amendment of one rule have
been promulgated by the United States
Supreme Court and added to the General
Orders in Bankruptcy, which have the full
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force of law. These changes are designed
to correct particular weaknesses in the
operation of the bankruptcy act and to
expedite procedure under the law.
The American Institute of Accountants,
through its Bureau of Public Affairs has
prepared a Letter-Bulletin on "Bankruptcy Problems" dealing with the recent
changes in the law and the evils which the
amendments are designed to correct. A c countants may assist in remedying bankruptcy conditions by presenting information to the business public regarding bankruptcy evils when occasion presents itself,
and by making their services available in
investigating and administering bankrupt
estates.

News Items
M r . Kracke, who has been engaged in
organizing our practice in Germany since
the opening of the Berlin office, arrived in
New Y o r k on July 19, on the S.S. Leviathan,
for a vacation in this country.
Colonel Carter recently has received the
C. P. A . certificate of the State of Michigan,
and M r . Wildman has acquired the Tennessee certificate.
We have pleasure in announcing that
Messrs. C. N . Bullock and C . J . Drake
have been appointed managers of our
Detroit office. M r . Bullock's appointment is effective as of June 1 and M r .
Drake's as of July 1.
M r . W . L . Cranford, for a number of
years a member of the staff of our New
York 39th Street and Buffalo offices, has
resigned to become comptroller of the
Dunlop Tire & Rubber Corporation of
America.
We accept M r . Cranford's
resignation with regret, and wish him
success in his new position.
M r . Clifford B. Armstrong, of the Detroit
staff, is to be congratulated on his success
in passing the June C . P. A . examinations
of the State of Michigan.
PRESS OF WILLIAM GREEN, NEW YORK
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Accountancy and Prosperity
THE

average person, uninformed in the
matter, usually concludes that all
times are good times to public accountants.
"Is it not true," he asks, "that you open
the books of new concerns, devise and
install systems for them, audit their accounts, prepare their tax returns, give them
counsel and advice, examine their accounts
in connection with bank loans and security
issues, conduct the accounting incident
to their entry into consolidation, and, in
addition to all the foregoing, attend them
in receivership and liquidation?"
Sentimentally, accounting for receivership and bankruptcy has nowhere near the
interest attendant upon new financing
which is characteristic of prosperous times.
Financial wreckage is anything but pleasant to behold. Assisting at the last rites is
a somewhat depressing occupation, even
though professional pride in doing a piece
of work well may offset somewhat the
effect of the sorrowful activities.
Attendance at the inception of an enterprise begun under auspicious circumstances,
on the other hand, is a distinct joy. The
accountant works, albeit oftentimes at
breakneck speed, but nevertheless in an
atmosphere of cheerfulness and hope.
There is a certain pleasure in the execution
of a successful system engagement; or the
performance of an audit when the accountant is able to report a healthy financial
condition. He leaves his work with a

feeling of gratification that he has been
able to contribute to the well-being of the
enterprise; that the management is pleased
with his efforts.
Whether accountants prefer prosperity
for reasons sentimental or otherwise, the
plain truth is that there is nothing for them
in depression that may be compared with
what they enjoy in times of plenty. Lean
years for business mean lean years for
accountancy. The accountant, therefore,
by nature might well be a prosperity enthusiast.
But prosperity seems to depend on keeping business on an even keel. Capital investment, physical capacity, working
forces, must be scaled to production requirements. Production must be tempered
to demand.
While there is no machinery in this
country for controlling business in the
aggregate, or for regulating the economic
forces influencing the business cycle, each
enterprise kept in balance contributes
that much to the general situation.
The accountant, by extracting and presenting information the use of which by
entrepreneurs tends to maintain the equilibrium of individual enterprises, contributes to the common good of business.
Thus, the accountant may have a useful
role through which, whether his motive is
selfish or unselfish, he may play a part
which makes for continued good times.
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Values Sound and Otherwise
O P A T R A , made a prisoner by
CL EOctavius,
submitted to her captor

These items are termed fixed inasmuch as
they are not consumed in one operation, but
a statement of her possessions, telling him: continue in use for a length of time—indefinitely in the case of land. Their cost,
"This is the brief of money, plate, and jewels,
in the case of depreciable items, is spread
I am possess'd of: 'tis exactly valued;
over several fiscal periods. The extended
Not petty things admitted."
period of their life, during which condiIt would be interesting to know how tions change and prices fluctuate, gives
Cleopatra arrived at the exact values of rise to the question of how they should be
the items listed in her brief. The basis valued from one period to another.
of valuation was not stated.
Perhaps
A familiar basis of valuation of such
some idea might be gathered from the fixed assets is cost. As to land, cost means
ensuing dialogue between the queen and original purchase price, plus expenses inher treasurer, as related by Shakespeare: curred in effecting the purchase, plus such
subsequent improvements as may properly
Cleopatra: "This is my treasurer: let him
be capitalized.
speak, my lord,
In the case of buildings, machinery, and
Upon his peril, that I have reserved
equipment purchased or erected on conTo myself nothing. Speak the truth, Seleutract, cost consists of original purchase
cus.
contract price and all expenses connected
What have I kept back?"
therewith,
plus such additional expenditures
Seleucus: "Enough to purchase what you
as
are
necessary
to render the buildings fit
have made known."
for occupancy or the machinery and equipM u c h has been done since the time when ment available for use, plus the cost of
Antony and Cleopatra dreamed away an subsequent additions by way of improveempire, by way of developing the theory ments and betterments.
of value and defining bases for the valCost, in the case of buildings and
uation of various goods for different pur- machinery constructed by the concern
poses.
which is to make use of them, consists of
It is not to be presumed, however, that materials and labor required, and other
one common basis of valuation has come expenses, such as architects' fees, directly
to be accepted and utilized generally by connected with such construction. Orthobusiness men in recording financial trans- dox accounting theory frowns on the inactions and i n preparing financial state- clusion i n cost of any profit on own buildments setting forth the condition of their ing operations.
enterprises. A study of a number of balCost less depreciation, or depreciated
ance sheets undoubtedly would disclose cost value, means cost as defined above,
the fact that several methods of valuation less the depreciation or decline in value
are in common use, even in the case of sustained to a given date on buildings,
similar items—some sound, and some machinery, and equipment, and certain
perhaps otherwise.
depreciable elements included in the cost
The valuation of fixed assets is a case in of land, such as sidewalks for example,
point. Fixed assets consist among other computed on the basis of cost according
things of property such as land, buildings, to any one of a number of methods in use.
machinery, and sundry equipment, which
A second kind of value frequently used
provide a concern with a place wherein to in connection with plant property may be
carry on its operations and the mechanism termed reproduction or replacement cost.
wherewith to produce and sell its products. Obviously, this does not apply to land,
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inasmuch as land cannot be reproduced
or replaced. As used i n connection with
buildings, machinery and
equipment,
however, reproduction or replacement
cost means current cost of reproducing" or replacing new the identical
units under consideration. This value
usually differs from original cost because
of fluctuations in the general price level
and in the market for the particular
product.
In cases where reproduction or replacement cost is used in stating plant property,
the assets usually are shown i n the balance
sheet at replacement cost new less depreciation. This term implies that the items
in question are stated at current reproduction or replacement cost new, less a deduction for depreciation sustained to the
present time computed on the basis of
such reproduction or replacement cost.
A third value frequently assigned to
fixed assets is termed sound value. Stated
briefly, sound value is what the property
is worth at the time. It is synonymous
with market value. It is the value of the
property as a going unit for the purpose
to which it is intended to be put—the current market value which would induce a
willing buyer to buy and a willing seller to
sell under normal conditions, neither being
under compulsion to buy or sell. In the
last analysis, sound value is equivalent to
reproduction or replacement cost new less
depreciation as described above.
The term fair value, sometimes seen, is
used primarily in fixing the valuation of
public utilities for purposes of rate making.
In this connection it means the actual,
unimpaired, reasonable investment in
property, both tangible and intangible.
It is a heterogeneous estimate based
in part on original cost, in part on reproduction cost new less depreciation,
and on all the equities involved in
a particular case. There is no definite
formula for determining fair value, and
each case is considered on its own merits.
Fixed assets often are stated at appraised
value. Appraised value represents—or
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should represent—a valuation placed on
the assets by a disinterested party qualified to evaluate the property fairly. A
number of well recognized appraisal concerns exist, engaged solely in determining
the value of property according to scientific principles. Frequently the term appraised value is used to designate a valuation arrived at by an official or a friend of
those interested in a concern, after a survey
of the situation, sometimes thorough, but
more often extremely cursory. Such a
value is really only an opinion value and
often is subject to bias. It is well to indicate, wherever the term appraised value
is used, by whom the appraisal was made,
in order to avoid any possibility of misunderstanding. Appraisals usually are made
on the basis of sound value as described
above. In fact, one of the terms, appraised
sound value, or appraised market value,
or appraised replacement cost new less
depreciation, frequently is used in stating
fixed assets.
Appraised value less depreciation would
seem to indicate that the assets in question
are stated at a value assigned them by an
appraiser at some time i n the past, less
depreciation sustained from the date of the
appraisal to the present time, computed
on the basis of appraised value. In order
to have significance, however, the date of
the appraisal should be stated. In fact,
this applies in all cases where fixed assets
are stated at some value other than cost,
assigned to them at some time in the past
and afterwards depreciated on the basis
of the other value. For example, the
expression "depreciated sound value" is
meaningless. However, the caption "Property—sound value at December 31, 1923,
as appraised by the A . B . C . Appraisal
Company, plus subsequent additions at
cost; less depreciation" has some point.
Property sometimes is stated at going
concern value, which includes an element
of good-will, patents, franchises, trade
formulae, trade secrets, or other intangibles.
Other values which may be applied to
fixed assets are liquidation value, scrap or
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salvage value, taxable value, and insurable
value. B y liquidation value is meant the
amount which probably would be realized
if the assets were sold at a forced sale. It
usually is true that a forced sale would
produce less than could be obtained under
normal conditions. Scrap or salvage value
is the amount which would be realized i f
the assets were broken up and junked.
Taxable value and insurable value are selfexplanatory.
Book value of fixed assets is simply the
value at which such assets are carried on
the books of a concern. A distinction
usually is made between gross book value
and net book value. The former means
the amount at which the property is carried in the asset accounts. The latter
means the gross book value less depreciation reserves built up against the properties to date. Book value may be any one
of the values enumerated above, or some
other, arbitrary, value.
What generally is recognized as the most
rational value at which to carry fixed
assets on the books is cost less depreciation based thereon, the depreciation, of
course, being carried in a separate account.
This procedure is in accord with the
important principle of conservatism, in
that it avoids booking so-called paper
profits arising from appreciation in the
value of fixed assets. It is based on
the assumption that the function of ac-
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counting is to show the actual cost of doing
business.
Obviously, it often is desirable to show
in financial statements the sound value
of various assets at the date of the statement. Such is the case in balance sheets
submitted for credit purposes and as a
basis for the flotation of securities. The
fact apparently is overlooked in many
cases, however, that all practical purposes
could be served by the use of parenthetical
expressions or footnotes to convey to the
reader the current value of certain assets,
without placing such value on the books.
In any case, no matter at what value
fixed assets are carried on the books, it is
vitally important that balance sheets prepared therefrom which are to be made use
of by others than those intimately associated with the management of the enterprise, state clearly the basis of valuation
used. Such meaningless captions as present value, or depreciated value, accompanied by no further explanation, should be
abandoned for more lucid descriptions.
The uninformed then may determine
whether apparently sound values are in
reality sound, or otherwise. There then
may be no cause for allegations that
enough has been kept back to purchase
what has been made known; although
it may be remarked, incidentally, that
the temptation in modern times is to
overstate rather than to understate assets.

Depreciation of Appreciation

book value of fixed assets freTH Equently
is written up from cost so as

to reflect a current value. Although the
motive for taking appreciation into the
accounts sometimes is open to question,
in many cases it is the result of a legitimate
desire to place on the books bona fide increases in value.
In this connection difficulties sometimes
are experienced in charging depreciation
on the appreciated assets.
Assume, taking a simple case with small
amounts in order to avoid undue involve-

ment, that a machine was purchased in
1921 at a cost of 310,000, with an estimated life of ten years, and a probable
scrap value of $1,000 at the end of that
time. There would remain the amount of
$9,000 to be depreciated Over a period of
ten years, resulting in an annual depreciation charge of $900. In 1926, at the
end of five years' service, the machine
would have a net book value of $5,500,
represented by its cost—$10,000—less an
accumulation of five years' depreciation
at $900 a year.
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Assume further that an appraisal made
in 1926 indicates that because of a rise in
prices the sound value of the machine now
is considerably in excess of its net book
value. Under present conditions it would
cost $15,000 to replace the machine new.
It still has five years of useful life, and the
estimated scrap value of $1,000 is considered correct. O n that basis the machine is appraised at $8,000, arrived at by
deducting from its replacement cost new—
$15,000—depreciation for the five years
from 1921 to 1926 at $1,400 a year, computed on the basis of replacement cost new
less estimated scrap value.
It is decided to place the appraised
value on the books. This involves writing
up the net book value of the machine from
$5,500 to $8,000, by increasing the asset
account to $15,000 and the reserve for
depreciation to $7,000, and gives rise to a
credit of $2,500. This credit should be
made to an account designated by some
such title as "Surplus arising from appreciation of machinery" or "Surplus arising
from revaluation of plant property"—it
should not be made immediately to earned
surplus. N o matter how sound the appraised value, this appreciation arising
therefrom is to be considered for the present merely as an indication of increased
value. It is not an immediate income, nor
a surplus available for dividends, since as
yet it has not been realized. It can be
considered as free surplus available for
dividends only when and as the increased
value of the machine is converted into
assets which can be used for the payment
of dividends. This may be effected either
by direct sale of the machine at its present
value, or by recovery of the present value
of the machine from customers through
increased selling prices of the concern's
products. This view is supported by conservative accounting theory, by law in
some states, and always by sound business
practice.
The machine now has a net book value
of $8,000, with five years of useful life remaining, and an estimated scrap value of
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$1,000 at the end of that time. The depreciation reserve, therefore, must be i n creased $7,000 during the next five years
in order that the net book value of the
machine will be reduced to the estimated
scrap value of $1,000 when it is retired
from service. In other words, $1,400 must
be credited annually to the reserve for
depreciation of the machine.
There are two methods in common use
of making the charges to offset this credit.
According to one method, operations would
be charged with $900, and surplus arising
from appreciation with $500. Thus, although the machine is carried on the books
at an appraised value greater than actual
cost, operations would be charged with depreciation only on the actual cost of the
machine. The surplus arising from appreciation would be charged with one-fifth
of the increase in value, and thus extinguished over the remaining five years
of the machine's useful life.
According to the second method, operations would be charged with the full
amount of depreciation on the appreciated
value of the machine; that is, with $1,400
annually. A t the same time, an entry
would be made to debit surplus arising
from appreciation and to credit earned
surplus with $500, or one-fifth of the appreciation placed on the books. This latter
entry, according to the theory, is made to
transfer to earned surplus annually the
portion of the appreciation which has been
realized by being actually charged to
operating expense as depreciation, included
in the cost of goods sold, and recovered
from customers by way of increased selling
prices based on the increased costs.
The second method sometimes is varied
to the extent of making the credit of $500
to appropriated surplus instead of to earned
surplus. The effect of this procedure is
to withhold from surplus available for
dividends, and thus to retain in the business, during the remaining life of the machine, an amount by which the cost of replacing the machine when such becomes
necessary probably will exceed the original
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cost of the machine. This course tends
to discourage the use of cash in paying
dividends, thus conserving the cash for
the replacement of equipment at higher
prices. The same result could be achieved
in connection with the first method, by
transferring $500 periodically from earned
surplus to appropriated surplus.
The proponents of the first method described above maintain that the sole purpose of charging depreciation is to prorate or amortize the actual cost of a fixed
asset over the period of its useful life.
They believe that the statement of operations should show the actual cost of doing
business, and that no amount in excess
of the actual outlay for a particular service
should be treated as a cost or an expense.
If it is desirable to withhold earnings in
order to provide for the replacement of
assets, they say, this should be done by
making appropriations directly from surplus. A n additional point of their claim
is that by charging to operations depreciation based only on actual cost, the depreciation charges from one period to
another are uniform, which fact facilitates the use of operating statements for
purposes of comparison between different
periods. They argue that if it is desired
to charge operations with depreciation
based on current replacement costs, it
would be advisable to have an appraisal
made at the end of every fiscal period,
which would involve considerable expense
and introduce an additional element of
uncertainty into the accounts.
They
admit that, in order to place a concern on
a plane with its competitors, the selling
prices of its products should be sufficient
to allow it a return on its investment stated
at current values; but they believe that
this factor can be given adequate consideration without complicating the operating accounts by including it therein.
They claim further that the second
method described above results in i n flation of inventories, and therefore is
opposed to the principles of conservative
accounting theory. This inflation is said
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to come about as follows. A part—$500—
of the depreciation charge of $1,400 which
would result i f the second method were
applied in the illustration given above,
represents depreciation of appreciation to
date unrealized. Since the entire amount
of $1,400 is charged to cost of manufacture,
and cost of manufacture determines the
value of inventories, a part of the $1,400,
and hence a part of the $500, is included
in the value at which inventories are
stated. Inasmuch as $500 has been transferred annually from surplus arising from
appreciation, to earned surplus, the unrealized appreciation included in the i n ventories actually has been taken up as a
profit and now is represented by earned
surplus. Therefore, the inventories i n clude an element of profit.
The proponents of the second method
base their argument on the contention that
the appreciated value of the machine,
rather than its cost, is the amount which
the concern should expect to recover as
a part of the selling price of its product;
and that the logical way to do this is by
including i n operating expense, and thus
in cost of goods sold, on which selling
prices are figured, depreciation charges
based on the appreciated value of the
asset. They say that if the management
recognizes, by writing up the book value
of its plant, that it is operating with a
plant now worth more than cost, it should
see the thing through, and recognize also
that now it is faced with heavier depreciation charges, and therefore with the necessity of increasing the selling prices of its
products, i n order to convert the appreciation into current assets and the surplus
arising from appreciation into earned
surplus available for dividends. They
state that this course also is useful in providing a basis for comparison of cost between two units of a plant, one erected
at low prices in the past, and the other
just recently at higher prices; and between
new and old concerns. In most cases, they
agree with their opponents that it is i n advisable to revalue fixed assets periodi-
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cally and attempt to charge operations
with depreciation based on up-to-theminute replacement costs; their main
argument is that once appreciated value
is set up on the books, however, it should
be recognized in computing depreciation
charges. A n additional argument sometimes urged is that by using the variation
of this method described above, it is possible to accumulate out of earnings, by
periodic charges to depreciation, a reserve
towards replacing fixed assets at some
time in the future at prices higher
than original cost. It is contended that
it is not only entirely legitimate, but
also sound business practice, to accumulate
such a reserve out of earnings.
Those in favor of the second method
answer the charge that it would result in
inflation of inventories by saying that the
inventories in reality are not inflated i f
the appreciated value of the fixed assets is
sound; that in almost any event the
amount of so-called inflation is negligible
and could be provided for by creating a
reserve against it, i f desired.
The net result of following the first
method is simply to reverse gradually the
entry setting up the appreciation.
It
does not affect the operating accounts or
the earned surplus.
If the second method were followed,
the operating expense would be stated at
a larger amount than if the first method
were used. However, this excess would
be offset by an income credit made to take
up as income, and thus to transfer to
earned surplus, a part of the surplus arising
from appreciation. The net effect on the
earned surplus account of following the sec-
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ond method then would be the same as that
resulting from the use of the first method,
with one exception: there would be a
slight discrepancy between the two because
of the small amount of appreciation included in the inventories, as described
above, resulting from the use of the second
method. This assumes, of course, that
no matter which method the concern used
in handling depreciation of appreciation,
it would sell its products at the same price
in either case.
Whichever method is followed, it seems
obvious that in utilizing cost data for purposes of fixing selling prices of a concern's
products, there should be taken into account an allowance for depreciation based
on the current cost of replacing the concern's fixed property, if such is higher than
the actual cost of the property. This
course tends to place a business which has
acquired its plant at some time in the past
at low cost, more nearly on a level with a
business which just recently has erected
its plant at higher prices. It tends to give
the older concern a slightly higher rate of
return on its investment, which may be
either a reward for the foresight of its
management in acquiring its plant during
a period of low prices, or a piece of plain
good fortune that prices have risen and a
competing concern now is forced to pay
more for its property. This assumes, of
course, that the higher depreciation charges
which the newer concern must meet are
not offset by economies resulting from the
fact that its plant is composed of more
up-to-date equipment, which are not available to the older concern because it has to
operate with antiquated machinery.

Aging Versus Ratios

of recent years in ratios
TH Ehasinterest
called forth considerable dis-

cussion. How much has been based on
theory and how much on practical facts,
of course, is difficult to determine. One
ratio suggested, namely, that showing the
relation of receivables to merchandise,

has been rather consistently rejected by
practical accountants because to them its
conception appears illogical.
The ratio of receivables to sales has
been more favorably received since, when
used on a comparative basis, it will show
the trend with respect to the amount of
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capital invested in accounts receivable in
relation to the volume of sales.
The months' sales in the accounts receivable balance also has enjoyed some
use, because it goes further than the receivables to sales ratio i n indicating how
the receivables appear in relation to the
credit term, and, when compared with
prior periods, whether the receivables as a
whole are becoming stronger or weaker as
an asset.
Neither of these methods shows more
than a very general condition on which
exceedingly little reliance may be placed.
Neither will supply enough information to
justify specific conclusions, or do more
than indicate in some cases the need for
further investigation. A t the same time
the results may not be relied upon to determine conclusively whether or not further investigation is required.
Both of these methods have been
thought at times to bear some relation to
"aging," which may be defined as a systematic classification of accounts receivable, according to the months or periods in
which the uncollected charges were made.
For example, for some time it has been assumed that a tendency, as shown by the
ratio of receivables to sales, or by the
months' sales in receivables, i n the direction of increasing receivables investment
in relation to the volume of sales, was an
indication of the need for aging. This was
predicated on the theory that the older
an account becomes, the greater is the
likelihood of its resulting in a loss, and
therefore the necessity of determining specifically the age of the individual accounts.
A recent short study of the matter indicates that there is not sufficient relation
between ratios and months' sales and aging
to justify reliance on the two former
methods to the extent of governing the
aging procedure. Ratios of receivables to
sales for three successive years (1923,
1924, and 1925) show 22%, 16%, and 18%,
respectively. This establishes the fact
that as between 1924 and 1925, an i n creasing amount of capital is becoming
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invested in accounts receivable and indicates that the company is losing the improvement in the condition of the receivables as between 1924 and 1923, which,
of course, is an unfavorable tendency.
The current condition of the accounts as
determined by aging, however, tells a
different story. In the years corresponding to the foregoing ratios, the relations
of current accounts to total accounts receivable were represented by 85%, 80%,
and 85%, respectively. In other words,
while the investment in accounts receivable in 1925 was increasing both in amount
and in relation to the volume of sales, the
condition of the accounts was improving.
The amount invested in current accounts
was becoming larger; the amount in old
accounts, smaller.
Studying the two sets of percentages
alone, one immediately concludes that the
sales must have increased in volume disproportionately during the latter part of
the year. Such was not the case. Sales
by months showed neither vertical nor
horizontal fluctuations of an abnormal
nature during the latter half of the year.
There was no change in the credit terms.
But the result was equivalent thereto. In
1925 the volume of sales on ninety-day
terms increased out of proportion to those
on thirty- and sixty-day terms.
While this one study, perhaps, is not
conclusive as to the lack of reliance which
may be placed upon ratios, it demonstrates beyond question, apparently, that
nothing will quite take the place of aging.
Again, ratios will not determine conclusively whether or not aging is necessary.
The other methods will show tendencies
and equivalents in terms of sales. They
do not take into consideration the actual
condition of the accounts. Aging shows
the actual condition at a given date, which
is a better index to the probability of loss
through uncollectible accounts.
Aging is a valuable aid in judging the
asset value of accounts receivable. Also,
it brings to the surface old accounts in
which fraud may be concealed.
PRESS OF WILLIAM GREEN, NEW YORK

ATLANTA
BALTIMORE
BIRMINGHAM
BOSTON
BROOKLYN
BUFFALO
CHARLOTTE
CHICAGO
CINCINNATI
CLEVELAND
DALLAS
DENVER
DETROIT
JACKSONVILLE
KANSAS CITY
LOS ANGELES
MINNEAPOLIS
NEWARK
NEW ORLEANS
NEW Y O R K

VOL.

IX

HASKINS & S E L L S
CERTIFIED PUBLIC ACCOUNTANTS

BULLETIN
EXECUTIVE
OFFICES
30 BROAD STREET. NEW YORK

NEW

YORK, OCTOBER, 1926

PHILADELPHIA
PITTSBURGH
PORTLAND
PROVIDENCE
SAINT LOUIS
S A L T L A K E CITY
SAN DIEGO
SAN FRANCISCO
SEATTLE
TULSA
WATERTOWN

——

BERLIN
LONDON
PARIS
SHANGHAI
HAVANA
MEXICO CITY
MONTREAL

No. 10

Annual Meeting

A

MID
the din of pneumatic hammers and other apparatus being used
in the construction of two nearby skyscrapers, the 1926 annual meeting of members and managers of the firm was held at
the executive offices on September 16, 17,
and 18. Despite this extraneous noise, it
was agreed unanimously that the meeting
was one of the most enjoyable and successful in our history.
A l l of the firm members, now numbering
twenty-eight, were present. M r . Kracke,
who was unable to attend last year's meeting because of the pressure of engagements
at the Berlin office, deferred his pending
return to Germany in order to be present
at this year's meeting.
A l l of the thirty-two American practice
offices were represented except Birmingham.
M r . Hammond found it impossible
to leave that office because of an important
engagement to which he was giving attention. Of the four foreign offices, London
and Paris were not represented. M r . Kracke
represented the Berlin office, and M r . B . A .
Padon the Shanghai office. M r . Padon,
who has been associated with our practice
in China since 1919, is making, with his
family, his first visit to this country in
three years. He will return to Shanghai
after a vacation here, to resume the management of our office there.

The program inaugurated successfully
last year was used again this year with
equally good results. The first day, Thursday, was given over to informal gathering
and individual conferences and discussions.
A buffet luncheon was served at noon in
the library. I n the afternoon a conference
of partners was held i n M r . Ludlam's
office. In the evening there were a number
of private dinners, followed by a theater
party, the attraction being "The Great
Temptations."
On Friday the golf tournament—which
has come to be an annual classic—was held
at the Garden C i t y Country Club. After a
day of severe competition, M r . Jumonville
emerged victorious with a low net score of
72, thereby retaining the crown which he
won last year. W i t h a card of 83, M r .
Lawrence acquired the laurels for low
gross, which M r . Morris won two years
ago and defended successfully last year.
M r . Kracke was awarded the consolation
prize. We shall not mention the score.
A dinner and dance, attended by the
partners and managers and their wives,
followed the golf tournament. It was unanimously conceded to be the most pleasant
social event i n the history of our annual
meetings.
Saturday, the third day of the meeting,
was devoted to more serious matters. A
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professional conference and business session,
at which M r . Ludlam presided, was held
in the library in the morning and again in
the afternoon. Various discussions were
had, of technical questions and of matters
relating to practice office management,
general administration, and relations with
clients.
The important question of service classification and its application to reports occupied most attention, the entire morning
session being given over to a discussion of
matters pertinent thereto. M r . Wildman
presented a digest and summary of the replies to the questionnaire sent out recently
by the executive offices i n order to ascertain the experience of the practice offices
in the application of the service classification promulgated last winter.
The results of the questionnaire indicated that all persons i n the organization
agreed that the service classification had
been of great assistance in helping them to
think more clearly concerning the character, scope, limitations, etc., of the various
types of engagements which the firm is
called upon to perform. There was unanimous agreement also that the service
classification had helped, in taking engagements, to arrive at a better understanding with clients as to our service.
The principal difficulties encountered i n
connection with the service classification
concerned the first four service classes,
namely, general audits, balance sheet audits, cash audits, and general examinations. It is believed that the difficulties
will be largely overcome by more lucid and
ample description of the services comprehended under these heads, particularly 1,
2, and 4. M r . Wildman announced the proposed revision of the text applicable to the
first four service classes as follows:
1. General Audits.

A general audit comprehends verification
of the assets, liabilities, capital, and
surplus as of a given date, and of the
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cash receipts and disbursements, i n come, expense, and miscellaneous profits and losses for a period ended on
that date, together with the preparation of an audit report, with or without
a certificate.
This type of service contemplates that
the accountant, in addition to verifying balances at a given date, shall
satisfy himself reasonably as to the
transactions resulting i n such balances
and as to the accuracy of the records.
2. Balance Sheet Audits.

A

balance sheet audit comprehends
verification as of a given date of the
assets, liabilities, capital, and surplus,
including as an incident thereto, such
examination of the operations as may
be necessary to give credence to the
stated financial condition, and the
preparation of a report containing a
balance sheet which may or may not
be certified. I f a statement of income
and profit and loss is included in the
report, it should be qualified as having
been prepared from the books without
verification.
This type of service, while contemplating
certain examination of the records
with a view to substantiating the assets as represented and affording reasonable assurance that there are no
liabilities (actual or contingent) other
than those admitted, does not comprehend systematic verification of
transactions, such as is required in a
general audit, and therefore may not
be relied upon to disclose any understatement of assets which may have
been concealed in the operating accounts.
Restriction in the verification of one or
two balance sheet items only, such as
inventories and accounts receivable,
notwithstanding the fact that such restriction calls for qualification, does
not constitute sufficient reason for ex-
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cluding the engagement from the class
of balance sheet audits.
3. Cash Audits.

A cash audit comprehends verification of
all receipts and disbursements for
which an accounting should have been
made during a period, of the accuracy
of the cash records, and of the balance
at the end of the period, together with
the preparation of a report, with or
without a certificate.
4. General Examinations.
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such as inventories and accounts receivable, while calling for qualification
of such items, does not remove the
engagement from the class of general
examinations.
When arising in connection with the
proposed issuance of securities, mergers, consolidations, or purchases and
sales of companies and properties,
this type of engagement, in order to
satisfy the requirements of financial
agencies involved, as to condition,
earning power and management, calls
for a report in which particular attention is given to classification in statements and to appropriate information in the comments. The report
contains, frequently, a balance sheet
giving effect to the proposed financing.
While a general examination usually
covers both financial condition and
operations, occasionally it may be
confined to such verification of income,
expenses, miscellaneous profits and
losses, and related balance sheet accounts, as may be necessary to determine that there has been no overstatement of net profits. I n a report
on an examination of this character,
the statement of income and profit
and loss may be certified, but a balance
sheet, if submitted, should be shown
as having been prepared from the
books without verification.
Following M r . Wildman's report there
was discussion as to various features of the
service classification. The binding of reports was discussed also, various opinions
being expressed as to the merits of topbinding as opposed to side-binding. Some
time was devoted to the content of reports,
combination of presentation and comments,
and the inclusion of operating statistics
and ratios and graphic charts.

A general examination covers a period,
and consists of verification of assets,
liabilities, capital, and surplus, as of
a given date, an analytical review of
income, expenses, and miscellaneous
profits and losses for a period ended
on that date, and the preparation of a
report containing a balance sheet and
a statement of income and profit and
loss, with or without a certificate.
A general examination is distinguished
from a general audit by omission to
verify the cash receipts and disbursements, and by verifying the operating
accounts through analytical study and
investigation rather than by a general
audit of the transactions. It is distinguished from a balance sheet audit,
in the more extensive review of the
operations as such, rather than as an
incident to the verification of assets
and liabilities.
The object of this service is to determine
that there is no over-statement of net
assets, or of net profits; not to determine fiduciary integrity. While, because of somewhat extensive consideration of the operating accounts,
there is more opportunity than in a
balance sheet audit of detecting any
existing internal fraud, the service
may not be relied upon i n that respect.
It was inevitable that a number of weakA n y restriction upon the verification of nesses would be found in the original draft
one or two balance sheet items only, of the service classification, and some
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difficulties experienced i n its application.
Such is the case with any innovation. It
was not expected that the pioneer attempt
to define and differentiate the many classes
of service which members of the accountancy profession have developed gradually
during the course of its growth, would be
perfect. The basic idea is sound, however.
There is at present a great need for common
understanding on the part of all concerned
with accountants' services, as to just what
accountants are prepared to offer; what
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they undertake to do; how far their responsibility extends in individual cases. It
is earnestly to be hoped that the time is not
far distant when an authoritative medium
will assume the task of making an official
pronouncement on these matters.
It is
our modest desire that our efforts i n this
direction, although undertaken for our
own guidance, may be of some use in the
common causes—progress towards greater
usefulness of accountants to business generally.

Some Observations on Reports
By H . L. W I L S O N ,

Technical Procedure Department

H E effectiveness of accountants' servTices
depends so much upon the use-

fulness of their reports that no pains should
be spared to make the reports clear, informative, and technically correct.
The following discussion dwells upon a
few of the problems which are frequently
encountered in the preparation of reports,
as indicated by the review of a large number of reports recently rendered. The discussion will be taken up under the following headings: Presentation, Comments,
Certificate, and Balance Sheet. The subject of profit & loss statements is not
dealt with in this article.

Presentation
If the report is addressed to the concern
whose accounts have been examined, the
presentation need not state, " W e have
made a general audit (or whatever the
service classification may be) of the accounts of the
Company," but
should state, " W e have made a general
audit of your accounts." This is one of
the few cases in which the use of the personal pronoun is appropriate in reports.
In most other instances the tone of the
report is more dignified i f an impersonal
point of view is maintained.
In cases where all or nearly all the com-

ments constitute qualifications, or are
otherwise of a vital character, it is desirable to combine them with the presentation. The same practice should be followed
when the comments are very brief. In
combining the presentation and the comments it is necessary to give consideration
to the introductory wording of the comments.
The matter might well be handled thus:
We have made a general audit of your
accounts, etc., etc.
[Here follows the description of statements.]
The results of the audit are further reported in the following comments:
[Here follow the comments.]
Yours truly,
If it is desirable to give a certificate, the
certificate may be the final paragraph and
may be worded somewhat as follows: "We
Hereby Certify that, subject to the foregoing qualifications, in our opinion the accompanying Balance Sheet as of December
31, 1925, is correct."
In case the auditor has written up the
books and at the same time has verified
the accuracy of the original data, the presentation should clearly indicate the scope
of his work. In reports where such service has been rendered, a number of i n -
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stances have been noted where the presentation states merely that the auditor
has written up the books, and implies that
he does not assume any responsibility for
the correctness of the data. The presentation should have stated also that the
correctness of the original data has been
verified.
When the work is limited to the writing
up of the books, it is not sufficient that the
auditor indicate the limitation of his responsibility i n the presentation only. He
should also place a footnote on each statement to the effect that the amounts were
taken from the books without verification.
Otherwise, anyone who reads the statements but does not read the rest of the
report would be justified in assuming that
the auditor has verified them.
In the audit of a single proprietorship,
the presentation should make clear that
only the accounts of the particular interest
of the individual have been examined. For
example, the presentation might read as
follows:
"We have made a general audit of the
real estate business of John Jones, etc.,
etc."

Comments
The comments should be informative,
but they should be limited to essentials.
What constitutes essentials depends, among
other things, upon the size of the business
reported upon. I n the case of a small
business it may be desirable to comment
more in detail than i n the case of a large
enterprise, because those who may read
the report in such a case are usually not
so well informed as to the nature of the
work done by auditors. Moreover, the
small organization does not ordinarily
have the benefit of comprehensive analyses
and reports from its own staff.
In case a certificate is given, it is usually
unnecessary to comment at length upon
details regarding verifications. It is much
more important that the auditor submit
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constructive criticisms and comments of
an analytical nature.
The rates of turnover of inventories and
accounts receivable, the ratio of net income
to net sales and to net worth, the relation
of current assets to current liabilities, and
comparisons of one period with another are
of interest in most cases. Data showing
trends over a period of years usually prove
interesting and helpful to the client. But
the auditor should not rest content with a
mere statement of the facts in such cases.
He fails to make his report of maximum
usefulness unless he explains the significance of the data. For example, the reader
is, of course, interested in knowing the fact
that the ratio of net income to net sales
has materially decreased, but he is equally
interested in knowing the reasons for the
reduction and the factors which contribute
to that result.
In many reports it is stated with regard
to accounts receivable reserves that the
accounts have been examined by the
treasurer, or other officer, and that he considers them collectible. It is usually not
sufficient to state that an officer of the
concern considers the accounts collectible.
The auditor should, as a rule, express his
own opinion as to the collectibility of the
accounts, even though his opinion is admittedly not conclusive.
Lack of internal check in the client's
office may make i t practically impossible
to uncover certain types of fraud, if any
has been perpetrated, without resort to
verification by confirmation from debtors.
If the audit does not include the confirmation of accounts receivable, a statement to
that effect should be made in the comments.
In the comments on deferred charges, it
is quite common to find information regarding the amount of fire insurance carried by
the company. Such information as this
comes more properly under the head of
"General" comments, or specifically under
the head of "Insurance," rather than under
deferred charges.
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Certificate

October

tion was made during the year, and
that the balances in the property accounts at the beginning of the year
were not verified, in our opinion the
accompanying Balance Sheet as of
December 31, 1925, is correct.

The certificate i n an audit report should
not be made personal. Instead of stating,
"We have audited your accounts," the
certificate should read, " W e have audited
the accounts of the
Company."
The reason for avoiding the use of the It is important that the certificate be arpersonal pronoun lies i n the fact that ranged in such a way that the reader will
certificates are likely to be submitted to be sure to read the qualifications. Certifipersons outside the client's organization.
cates have been noted which read someIt is rarely necessary to make a certificate what as follows:
subject to accompanying comments. The
We have made an audit of the accounts
inclusion of such a qualification makes it
of the
Company for the
necessary for the reader of the report to
year ended December 31, 1925, and
read all the comments i n order to grasp the
subject to the fact that we did not
significance of this phrase. The certificate
make an examination of the addishould be complete in itself, and if there
tions to plant property,
are material qualifications they should be
We
Hereby Certify that, in our opinion,
mentioned specifically i n the certificate. If
the
accompanying Balance Sheet is
it is desired to give a certificate despite the
correct.
fact that there are a number of qualifications, the best arrangement is somewhat
The reader of a certificate such as this
as follows:
might pass over the first part with the
We have audited the accounts of the thought that it is merely introductory and,
Company for the year seeing the words, "We Hereby Certify,"
ended December 31, 1925.
pass on to that part, from which he
N o provision was made for depreciation would understand that the certificate is
of building and equipment during the unqualified. This point may seem, at first
year.
thought, to be of little moment, but qualifiThe reserve for uncollectible accounts is cations to a certificate are of such imporconsidered insufficient by approxi- tance that no pains should be spared to
mately $
.
make sure that they will be read.
Interest, amounting to $
, has
Instances are often noted in which the
not been accrued on mortgage payable. presentation reads "without certificate,"
We Hereby Certify that, subject to the although the report does not contain
foregoing, i n our opinion the accom- qualifications of consequence. There is, of
panying Balance Sheet as of Decem- course, no reason for stating in such a
ber 31, 1925, is correct.
case that the statements are submitted
without certificate. Unless there is maniIf there are only one or two qualifications,
festly no occasion for a certificate, one
which can be briefly stated, it is preferable
should be given.
to word the certificate somewhat as follows:
In other cases the presentation reads
We have audited the accounts of the "without certificate," when there are in
— Company for the year the report only a very few qualifications,
and those of such a nature that they could
ended December 31, 1925, and
We Hereby Certify that, subject to the be briefly expressed. In such a case, unless
facts that no provision for deprecia- the certificate is obviously inappropriate,
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one should be given, i n which the qualifications are specifically set forth.
It is to be remembered that bankers and
credit grantors in general prefer to have
a certificate in a report. When, therefore,
a report is to be used by outside interests
it is especially desirable that a certificate
be submitted.
When qualifications are expressed in the
statement it may not be necessary to express them in the certificate. If they are,
however, of special importance, they should
be expressed i n the certificate also. I n this
connection, it seems to be generally understood that reference (in a certificate) to a
statement includes any footnotes or parenthetical remarks appearing in the statement; a certificate to the correctness of
the statement is, therefore, automatically
qualified to the extent of such footnotes
or other remarks.
Some certificates include the information
that the auditor has audited the accounts
of the concern in question for previous
periods, and indicate the periods covered
by these previous audits. In many cases
these certificates are poorly expressed. The
following is an example of poor usage:
We have audited the accounts of the
Company for the year
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ended December 31, 1925, and having
previously audited them for the preceding five years,
We Hereby Certify that, in our opinion, the accompanying Balance Sheet
as of December 31, 1925, and Statement of Income and Profit & Loss for
the year ended that date are correct.
As this certificate is expressed, the audits
for the preceding five years appear to be
as essential to the giving of the certificate
as is the audit for the last year, and yet the
statements certified apply only to the last
year. A n y reference to the audit for the
five years ended December 31, 1924, should
be made in an independent sentence or
clause. The following phraseology might
be used:
We have audited the accounts of the
Company for the year
ended December 31, 1925, and previously audited them for the preceding
five years.
We Hereby Certify that, in our opinion,
the accompanying Balance Sheet as of
December 31, 1925, and Statement of
Income and Profit & Loss for the year
ended that date are correct.
(To be concluded)

Something Slightly New

H E already long and diversified list of
Tsecurities
available to the investing

public is being continually augmented. As
new and difficult situations arise in the
course of financings, the seemingly neverfailing ingenuity of financiers creates a new
kind of securities for the occasion.
One of the most recent additions to the
list goes by the name of rental certificates.
A n issue of $3,351,000 State of Georgia
4 ½ % Railroad Rental Certificates was
offered to the public early last summer.
The circumstances surrounding the issuance of these securities are particularly interesting.

The State of Georgia was in need of
funds for certain purposes. It was precluded from obtaining the necessary moneys
through the medium of an orthodox bond
issue, however, because of a very conservative limitation in the State constitution as to the amount of funded debt which
it might incur. Consequently, it was forced
to cast about for other means of financing.
The State owned a railroad, which it was
leasing to private interests at a rental of
$45,000 monthly. Using as a basis the
future income from this lease, a financial
plan was evolved whereby the State could
obtain the funds it desired.
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The Legislature authorized the Governor 1928. Inasmuch as the certificates were
to draw warrants on the Treasurer for the sold in M a y , 1926, it was necessary to profull amount of anticipated revenue from vide funds for interest payments on the
the lease for a term of years—the warrants certificates from the time of sale until
falling due as the rental was payable, January, 1928. This was done by reserving
$45,000 a month—and to issue and dis- some of the earlier warrants for sale at
count these warrants. It was apparent, agreed prices for the benefit of the cerhowever, that it would be difficult, if not tificate holders.
impossible, to dispose of the warrants to
Although in certain respects these rental
investors by discounting them from the certificates resemble bonds, they are i n
date of maturity down to the present time. reality merely certificates of ownership of
The warrants being non-interest-bearing, a common fund represented by the wara purchaser of a warrant would realize no rants on deposit with the trustee. The
income on his investment until maturity, holders technically are in the position of
when he would receive in a lump sum the participants in periodic distributions from
entire amount of interest due him. Ob- the fund.
viously, few investors would look with
favor on such a proposition.
News Items
In order to meet this difficulty, the
We have pleasure in announcing that M r .
following scheme was devised. A l l of the Stephen C . Blanchfield, of the New Y o r k
warrants were deposited with a trustee. report department, has been awarded the
Against these there were issued interest- Elijah Watt Sells Scholarship at New Y o r k
bearing certificates having serial maturities. University School of Commerce, Accounts
Both interest and principal on the certifi- and Finance for the ensuing year. The
cates were payable out of the proceeds of scholarship consists of the income from the
the warrants deposited with the trustee, Elijah Watt Sells Scholarship Fund, esas the warrants fell due each month. In- tablished in 1924 as a memorial to M r .
terest was payable semi-annually. Pro- Sells, by his sister, M r s . John H . Bovard.
vision was made for retiring the certificates The scholarship is awarded annually to
as rapidly as possible out of the portion of one or more individuals in the Haskins &
the proceeds from maturing warrants which Sells organization, designated by the firm,
was not required for current interest pay- who are students or prospective students
ments on the certificates outstanding.
in New Y o r k University School of ComThe mathematical computations in- merce, Accounts and Finance.
volved in this financing were by no means
inconsiderable.
Taking as a basis the
M r . Foye recently received the C. P. A .
amount of funds required by the State, it certificate of the State of Tennessee.
was necessary to determine the amount
M r . Thomas V . Barb has been appointed
of certificates which should be issued, and
the number of years' revenue from the assistant manager of the Providence office,
lease which would be required to provide as of August 1, 1926.
funds for payments of interest and principal
on the certificates, having regard for their
M r . Z . H . Earl, of the New York report
serial maturities, which, of course, had to department, and M r . George C . Rayner, of
be scheduled. A complication arose also the Newark staff, are to be congratulated
from the fact that the State had already on their recent attainment of the C. P. A .
pledged to another use the income to be certificate of the State of New York, as a
received from the lease up to January, result of the M a y examinations.
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Then and Now
TIME
was, two or three decades ago,
when secretiveness in the nth degree
was preserved in corporate affairs. Publicity of financial statements was shunned,
lest it give aid and comfort—ammunition
even—to the enemy.
One bit of evidence that we now live in
a somewhat different era, may be found in
the 1925 printed annual report of one of the
country's largest corporations. This document consists of some hundred pages of
statements, graphs, and comments, setting
forth the details of the company's financial
condition and the results of its operations
for the year. T o each item i n the financial
statements there is appended a parenthetical explanation in language intelligible to
the layman. The statements bear the
signature of certified public accountants.
Admittedly, there are many stars in the
firmament of corporate reports which shine
less brightly as yet. Others still are obscured by a cloud. Nevertheless, it cannot
be denied that the atmosphere gradually
is clearing. W i t h a little patience, apparently, it will become pellucid eventually.
That the affairs of a business organization are of no concern to anyone except
those responsible for its creation and continuance may be sound doctrine when
applied to small concerns, but not when

applied to large concerns in which the
public is interested, either directly as shareholders or indirectly through the influence
which the conduct of such concerns may
have upon general business conditions.
If corporations continue to draw capital
from hundreds of thousands of small i n vestors, they must make available full and
reliable information as a basis for making
investments intelligently. They must
supply their thousands of shareholders—
who obviously cannot take part in the
management—as speedily as possible with
complete and trustworthy information as
to the results of the undertaking.
Further, incorporation is a privilege
granted by the people; and the people have
a right to adequate corporate reports, that
they may judge whether or not abuse has
been made of the privilege. Publicity of
certified financial statements by all corporations would forestall public uneasiness
regarding them, and would eliminate unscrupulous attacks of politicians and others.
M r . Sells, in 1911, advocated full publicity of the financial affairs of corporations,
at a time when there was much agitation
against them. He wrote:
"It could not be said that all corporations
are free from censure, but publicity would
act as a restraint upon these and would
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put in a fair light before the public those
institutions which are entitled to the credit
for the great commercial development of
this country.
" M a n y corporations issue printed annual
reports, and some of them are published
in the daily papers in abbreviated form.
A l l corporations should issue full reports to
their stockholders and should publish them
generally for the enlightenment of the i n vesting and voting public.
" . . . B u t to obtain these results, full
publicity will be necessary and the public
will have to be satisfied that the figures contained in the publications are accurate."
Our great corporations are coming more
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and more into a realization that publicity
of their financial affairs, in the form of
certified balance sheets and profit and loss
statements which are intelligible to the
public is good rather than baneful in effect.
Although many corporate reports at present omit certain essential information, and
there is lack of uniformity, there are signs
of steady improvement.
Encouraging results are being achieved
by voluntary action on the part of the
corporations. The wisdom of such action
is apparent to corporation officials who are
intelligent and thoughtful. It should not
be necessary to invoke governmental
authority, as has been advocated recently.

Accountancy In Germany
B Y E . A . K R A C K E , Resident Partner, Berlin, Germany

W

H E N I began to revolve the topic
of this paper in mind, the question
of where to begin presented itself—
whether with accountancy as a science or
with accountancy as a profession—and
the answer came naturally enough, begin
at the beginning; i n other words, the description of the creator explains the status
of the creation. Briefly stated, the profession in Germany has not attained, either
in point of the respect it commands on the
part of the general public or its record of
professional or technical accomplishment,
the status it has reached in America. But
I believe I can truthfully say that the individual members of it are aware of its
shortcomings and desirous of making
progress. I stress the individual members
because in my view, the most serious
trouble with the profession lies in the form
of organization or affiliation of the organized groups engaged in active practice.
By far the bulk of the practice is in the
hands of corporations which are owned
by, and therefore subservient to, the financial institutions of the country. This
proprietary relationship, of course, robs
the practitioner of that independence

which is vitally necessary for professional
progress; it subordinates him to the views
of those i n financial control of many of the
country's industries, and has brought
about the existing condition in which published financial reports do not command
the degree of confidence that they do with
us. Freedom of effective expression of
thought is vitally necessary i n any business relationship if progress is not to be
hindered. I have a very optimistic confidence, however, in the mental calibre of
the men engaged in the practice of the profession in Germany as well as of those who
labor i n the field of accountancy instruction. I believe that, with the example
before them of what has been done here
as well as in Great Britain, they will
measure up to the task confronting them.
Coming to the phase of the subject dealing with accountancy as a science—or perhaps it would be better to speak of it as
an art, since it relates to the application
of accounting principles in corporation
practice—we find an interesting situation.
As far as concerns the detail work, it is in
the main very well done. Books are well
kept and particular stress is laid on their
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orderliness. It is a rare thing to find books
out of balance. Original entry records are
improving, thanks to the eager adoption
of columnar records—which are invariably
termed "American" journals. The system
of cash disbursements is, to the American,
cumbersome, but that is another story.
It rests for its solution with the banks,
and I am not without hope that some day
they will make as full use of the check
payment system as we do. Great care
is bestowed on the detail accounting for
inventories, and generally speaking, good
records are kept and capable control is
exercised over stores. Y o u will agree with
me that when you find in a large concern
employing over 15,000 employes, the
physical inventory reflecting a difference
from the book inventories at the end of the
year, of less than one tenth of one per cent.,
it shows exceptional control of details.
Cost records also, i n general, are well kept;
in fact, they are usually so accurately
kept that although they are not, as a matter of accounting procedure, directly coordinated with the financial accounts, they
can be satisfactorily reconciled therewith,
when one sets himself about the task of
doing it.
The science of journal entries, however,
comparing their situation with ours, is
backward. A journal entry encompassing
an involved situation, that sets forth the
whole story clearly, is a thing of beauty
and a joy forever; but over on the other
side, the explanations that one so frequently finds of record are, alas, disappointingly short of fullness and clearness,
necessitating much in the way of oral
interrogation
approaching
sometimes
almost the extent of a cross-examination.
Conspicuous by its absence in large i n dustrial organizations is that type of
voluminous analytical operating information which over here we find in the best
regulated organizations in the form of
current internal reports with the details
tied up to the operating results disclosed
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by the books. There is frequently a mass
of statistical data, which, however, lacks
a clear connecting link with the financial
accounts.
But the greatest void that one observes,
in a comparison of their methods with
ours, is the consolidation of parent and
subsidiaries in the balance sheet and i n come account. Germany—and, generally
speaking, Europe outside of Germany too
—does not know the consolidated balance
sheet. I know of no one thing that struck
me more forcibly than this. I had almost
taken it for granted, before I went to
Europe, that some progress in this direction had been made, but I was wrong.
And this void exists in the face of a complicated development of subsidiary company relationships almost to a degree
comparable with ours. That development
took on a particular momentum immediately after the war, when in the more and
more rapid decline of the paper mark, it
was a case of "any port in a storm"—any
outlet for converting paper currency holdings into some kind of property whose
definite value was not expressed in that
currency. Real estate, plant additions
and machinery, and corporate stocks were,
of course, the principal lines of such investment activity; and i f the limit within
any stretch of reason had been reached
in the upbuilding of one's own plants, in
the scramble to salvage something from
the fall of the mark, why there was nothing to do but look for "other worlds to
conquer," and that meant the acquisition
of other corporations.
In this process the tendency has been along
the line of the so-called "vertical" trust formation, as distinguished from that designated as "horizontal." The former aims to
follow production from the elementary raw
material to the final manufactured article
—from the ore in the ground to the door
of the ultimate consumer. The latter aims
to combine concerns more or less in the
same general line. But in the process of
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vertical formation, to carry the geometrical
metaphor along, some concerns went off
on a tangent, and we find metallurgical
enterprises having subsidiary textile or
hotel or newspaper ventures, like a hen
with a brood of ducklings. T o add to the
diversity, these subsidiary companies are
usually held in varying degrees of stock
control, and i n any one group, only a few
months of the year are slighted i n the
designation of the fiscal year closing.
Y o u can appreciate, then, what it means
to unite a number of such concerns in a
balance sheet and income consolidation,
and yet it must be done, if a proper picture is to be painted.
As I said before, up to the present no
effort has been made on the other side to
present consolidated accounts, but you
can hardly conceive of anything more
vitally necessary than this very consolidation. I have had bankers and financial
experts agree with me that some of the
failures of the last few years might have
been averted if the true condition had
been revealed in time by a consolidated
balance sheet.
Receivables from subsidiary companies that in the last analysis
represent assets i n the ground, do not
furnish the wherewithal to pay maturing
liabilities. I believe the spread of the
American consolidated balance sheet in
Germany, now that it is introduced, can
be accepted as a foregone conclusion.
There is much to be done in Germany
in respect of what I may call balance sheet
refinement, and, with respect to the income account, of the application of a more
rigid measure of what current earnings are.
The ordinary published balance sheet is
not at all satisfactorily informative. N o
attempt is made to set forth the current
working capital position. A s a matter of
fact, there are no expressions in the everyday language of business for current assets
and current liabilities within our meaning;
and consequently any attempt to discern
a ratio reflecting the solvent condition from
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such figures is futile. The balance sheet
value of the inventories is frequently much
understated, whether through book reserves or resort to the not uncommon
secret reserves i n the prices used for the
purpose. The receivables will often i n clude such items as investments that by no
means represent current funds, as well as
construction work i n progress, and other
accounts that may have no better reason
for inclusion under this caption than
that they have a debit balance. The liabilities as stated, on the other hand, not
infrequently harbor considerable sums of
pure reserves.
When, on top of all this, you are informed that the plant property valuation
is but a part of the real value, due to drastic charge-offs of one kind or another, it is
little wonder that you are discouraged in
the effort to read the facts from the published data.
The income account has its failings also.
Items that we have long since learned to
express in the accounts on a basis of accrual, such as interest and taxes and i n surance, are over there treated as expenses
when they are paid. Inventories, because
of the understatement I have mentioned,
distort earnings because no consideration
is given to the relative increase or decrease
in the understatement.
Depreciation is
handled unscientifically—it is usually
charged off directly from the plant accounts, while the renewals and replacements as made are charged to operations
along with substantial amounts of additions and betterments.
Some philosopher in a fit of pessimism,
some time ago, gave currency to the doleful utterance that life was just one anathematized thing after another. I would
like to take that for a text, and wringing
some of the pessimism out of it, say, "Life
is just one paradox after another." Take
the whole inflation episode in Germany.
What a tragic paradox that the country
which, centuries ago, gave Gutenberg and
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the inestimable boon of the printing press trast the results—four men there engaged
to civilization—an event which ranks in one division of an electric manufacturin the forefront of the agencies that ing company producing as much as one
ushered in the light after the dark ages— man here; and if you are not enough imwhat a paradox that that country should pressed, look at the automobile industry,
see its whole economic structure crash to which has an output ratio per man, as
ruin in the wild excesses of that invention. compared with ours, of about one to seven.
I confess that i n the beginning of my Then inspect the works in a certain divistay on the other side, I attempted to sion of a concern engaged in the metalmake something out of these wild figures— lurgical industry where twenty-five pairs
amounts that extended themselves to take of hands produce as much as one pair of
in both columns of a ledger page, and went hands over here. Cheap labor used to be
even beyond that, but I soon learned the a blessing there—labor shortage a curse
futility of it. I mention this episode of here. Times have now changed, and in
the inflation, because, along with the pre- that changing you have largely the answer
ceding arduous years of the war, it un- to the query of America's prosperity todoubtedly is one of the reasons why little day—envied of Europe, but well earned
progress has been made in matters of and well deserved. But here, too, changes
accounting in the last decade—a period are under way, and, in Germany, at least,
in which our own progress i n the sphere you will find frank acknowledgment of
America's leadership in this regard, couof accounting has been marked.
Let me give you another paradox—it is pled with a growing determination to
the curse of labor shortage with which this profit by our example.
country has been periodically afflicted
In the field of accounting this adoption
over the last century, turned now into a of labor saving devices is making marked
blessing, or turn it about the other way, headway. These devices are always reEurope's former boon of plentiful labor ferred to as American, which indeed they
turned now into a n affliction. America is are. Adding machines have, of course,
today enjoying unprecedented prosperity. been in use for a considerable time, as
Some people say "war profits." That, to have also calculating machines. Machine
my mind, is wholly untrue. America is bookkeeping is making rapid progress—
where she is today largely because she is it is already widely in use by banks; and
now reaping the benefits of her labor the tabulating and recording machine is
saving inventions, and labor saving de- likewise coming into favor.
vices and labor saving methods. It is no
The advent of the American certified
accident that the harvester and the grain public accountant in Germany came about
binder were invented in America; it was naturally enough, with the rising tide of
necessity—labor shortage on the farm— American investment in that country.
mothering the invention. Take other The German accountant, not possessing
similar inventions—the story of the last a knowledge of the American banking
hundred years is much the same.
viewpoint, naturally could not give the
Go with me to see some of Germany's American banker the information he
splendidly run, immaculately kept fac- needed, and the appearance of the Ameritories. Efficient, you would say, from the can accountant was, therefore, inevitable.
appearance of things. But here is the But the future activity of the American
paradox again; efficient, except for the accountant i n that field, I am confident,
lavish use of labor, which seemed cheap will largely be along the line of spreading
and therefore was not conserved. Con- the gospel of American methods. In that
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activity, the good that will result to German industry does not imply any corollary
of harm to American industry. We have,
I am sure, fully discarded the notion that
what goes to increase one nation's prosperity must of necessity injure another's.
The problem of the world today is not
to stifle legitimate commercial competition between nations, but basing that
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competition on intelligent comprehension
of facts, to build up the buying power of
the world's consuming public. In that
process, in the enabling of all mankind to
raise its standard of living—which is what
the increase in the consumer's buying
power means—lies the real solution of
international amity and domestic contentment.

Quarterly Audits

E New Y o r k Stock Exchange has long
THadhered
to the very laudable policy

of making available to those who desire to
buy or sell corporate stocks and bonds, all
information possible concerning the financial standing of the corporations whose securities are listed on the "big board." A
sincere effort has been made to secure the
publication of all material facts, for the
benefit of the investing public.
Companies enjoying the privileges of the
Stock Exchange must agree to submit financial statements periodically. U n t i l recently these statements have been rendered annually in most cases. During the
past few years, however, the Stock E x change has been exerting its influence in
the direction of obtaining financial statements at more frequent intervals.
A number of corporations—particularly
those whose securities have been listed
recently—have entered into an agreement
with the Stock Exchange to make public
quarterly statements of financial condition
and earnings. The number is increasing
constantly. Early last summer the Stock
Exchange addressed a letter to all corporations represented on its board who had not
made such an agreement, with a view to
securing their cooperation in this respect.
The letter said in part:
"We are impressed with the insistency
and the character of the public interest in
this question, and we believe that you
would be rendering a real service to the
business world at large by placing yourself

alongside of the ever-increasing number
of corporations who have decided to make
information in regard to their affairs
more frequently available to their shareholders."
There can be no doubt as to the general
desirability of such course. Complete and
trustworthy information regarding the
financial affairs of corporations whose securities are widely dealt in, should be made
available to the public at frequent intervals. Only then can our great exchanges
perform their proper function in making
true prices for the securities to which they
supply a market. This is particularly true
in view of the large number of corporations
whose securities are active, and the many
kinds of securities offered. The need is the
greater because of the wide participation in
corporate issues on the part of the small
investor.
Frequent rendition of financial statements perhaps would accomplish something towards lessening speculation and
diminishing exploitation of the uninformed
by insiders. Considered from the point of
view of the public, speculation is an evil
because it tends to distort the picture and
to set a false price not based on values and
earnings. There are instances in which
those on the inside of a corporation's
affairs have used to the disadvantage of the
public, news concerning the company
which was not known to the latter. These
malpractices thrive in the dark. As more
light is let in, they tend to disappear.
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There are some cases possibly in which
the publication of quarterly financial statements might not be as advantageous as
appears off-hand.
Manufacturing concerns whose production is uneven might
not be able to prepare truly informative
statements on a quarterly basis. The case
of a concern engaged in the manufacture of
machinery and machine supplies is one i n
point. It makes small articles, i n process
only a short time, and worth only a few
cents. It makes large units also, requiring
in some cases more than a year for completion, and valued perhaps at a million dollars. A profit and loss statement for the
quarter in which a large product was disposed of would appear abnormal when compared to a similar statement for the preceding quarter, and taken by itself might
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be misleading. Over a period of a year,
however, these discrepancies tend to offset
each other.
Where this condition is not present,
however, it is possible usually to prepare
reliable financial statements quarterly.
M a n y concerns, such as public utilities,
could do so even monthly. Altogether the
proposal has much to recommend it.
If corporate financial statements are to
be given to the public four times a year
instead of once or twice, they must be none
the less complete and authentic. They
must contain all essential information required by investors who contemplate the
purchase of shares, or shareholders whose
money is invested in the enterprise. A n d
the public must be satisfied as to their
correctness.

Book Review
Eigelberner, J .

The Investigation of

veloped from the point of view of an engineer. However, the author seems to be
York, A . W . Shaw Company, 1926. 335 thoroughly acquainted with business conditions, and his method of presentation is
p.)
During the last decade there has been along practical rather than technical lines.
considerable expansion in research work i n He has fulfilled well his two-fold purpose:
the field of business. M a n y educational first, "the fundamental intent to present
institutions have established
research a thorough analysis of the subject, one that
bureaus and several independent agencies is sound both from the standpoint of theory
have been created for purposes of economic and practice;" second, "the purpose of
research, while the number of business con- developing a practical training in the art of
cerns maintaining their own research de- investigation which will be of equal value to
partments is constantly increasing. In the business executive and to the research
order that such work may be carried on worker, both i n the analysis and the solumost effectually, it is highly desirable that tion of their problems."
The subject is treated in logical order,
those who are engaged in making investibeginning
with the preliminary analysis of
gations be properly fitted for the task.
the
problem,
followed by chapters on colThe author of the present work has filled
lecting,
classifying,
and tabulating the
a need for an authoritative manual of infacts,
and
concluding
with a discussion of
vestigational procedure, which might be
the
forming
and
establishing
of conclusions
used in training research men, through his
and
the
preparation
of
reports.
Inclusion
discussion of the technique and procedure
of
related
matter
from
the
fields
of logic
of investigating business problems. The
and
psychology
gives
one
the
feeling
that
procedure which he describes, being an
the
subject
has
been
presented
in
an
unadaptation of the scientific method applied
usually
complete
manner
for
a
single
to the solution of business problems, is deBusiness Problems.

(Chicago

and New
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volume. A bibliography of selected references is available for those desiring more
intensive reading at any point.
Although experience is essential to success in investigational work, M r . Eigelberner's book will be found a useful guide
to anyone aspiring to obtain effective results i n the field of research.

European Development

V . E . W E S T F A L L , widely known
JOlifeH N insurance
executive, has been ap-

pointed to take charge of our European
organization. D r . Westfall has tendered
his resignation as vice-president of The
Equitable Life Assurance Society of the
United States, and will assume his new
duties on November 1st, with headquarters
in Berlin.
According to recent news articles, "Haskins & Sells have made steady progress in
the development of their European practice since the establishment of their London office in 1901, and number among their
clients the most important American companies having interests abroad. Their
Paris office was established in 1920 and the
Berlin office in 1924 immediately following
the successful flotation of the German
External Loan. The prospective interest
of American capital in German industrial
development, as well as local calls in Germany for professional audits, is greatly increasing the demand i n that country for the
services of certified public accountants."
In taking charge of our practice in
Europe, D r . Westfall is renewing affiliations
formed when he began his business life, and
is going also to a country where he received
part of his formal education. D r . Westfall
was born in New York State, near Ithaca,
and was graduated from Cornell University. He then spent more than three years
studying in Germany in the Universities of
Goetten and Leipzig. He received his
Doctorate from the latter university in
1898.
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Shortly after returning to this country,
D r . Westfall was employed by Haskins &
Sells. A few years later, the Hon. Paul
Morton, former secretary of the N a v y ,
upon becoming president of The Equitable
Life Assurance Society, asked Haskins &
Sells to recommend a young statistician
and accountant for life insurance research
work. D r . Westfall was appointed to the
position in the Equitable in 1907. From
this subordinate office D r . Westfall rapidly
rose in official position, becoming vice-president of the Equitable in February, 1922.

Manila Office
Announcement is made herewith of the
opening of an office in Manila, Philippine
Islands, and the appointment, as manager,
of M r . Vernon Thompson, formerly of the
Los Angeles office.

News Items
M r . W . H . Adams, assistant manager of
our Cleveland office, has been admitted to
membership in the American Institute of
Accountants.
M r . B . F . H i l l , for a number of years a
member of the Baltimore staff, has been
appointed assistant manager of the Buffalo
office, as of October 1, 1926.
M r . W . J . Fronk has been appointed
assistant manager of the Shanghai office,
effective October 1, 1926.
M r . J . W . Haines has been appointed
assistant manager of our Philadelphia
office, effective November 1, 1926.
M r . C . C . I. Oehler, of the New Y o r k
Broad Street staff, is to be congratulated
on his recent attainment of the New York
C. P. A . certificate, as a result of the M a y
examinations.
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By Way of Encouragement
J U S T I C E BRANDEIS, of the United
States Supreme Court, has been quoted
as defining a profession in the following
terms:
"The peculiar characteristics of a profession as distinguished from other occupations, I take to be these:
"First, a profession is an occupation for
which the necessary preliminary training is
intellectual in character, involving knowledge and to some extent learning, as distinguished from mere skill;
"Second, it is an occupation which is
pursued largely for others and not merely
for one's self;
"Third, it is an occupation in which the
amount of financial returns is not the
accepted measure of success."
Grave doubt has been expressed at times
by various persons that accountancy is a
profession. Apparent greed for financial
reward on the part of some who follow the
vocation has served to create suspicion of
the accountant's motives. Advertising,
soliciting, and charlatanism by some practitioners have cast dense reflections on the
entire body. Gross ignorance of professional and technical principles by others
have brought ridicule to the occupation.

Here and there, however, individuals in
the field of accountancy have been recognized for their accounting ability and
honored for their professional attainments.
If the careers of these individuals were to
be analyzed, there is little doubt that the
guiding philosophy of one and all would be
found to correspond to the principles so
tersely stated by Justice Brandeis.
The outstanding men in accountancy
are not men who are able to foot three
columns of figures simultaneously. They
are not intellectual geniuses whose minds
have become so highly developed that they
cannot grasp the commonplaces of daily
life or perform the simple operations of
technical routine.
The outstanding men in accountancy are
men who are well grounded in the knowledge which is basic to economic existence
and to their vocation, skilled in the
technique which is fundamental to their
practice, guided by the motive of service,
and more thrilled by achievement than by
the many dollars which their efforts bring
to them.
Lest the notions of the skeptics prevail,
here at any rate is the nucleus of a profession; a nucleus guided by the ideals
which an eminent jurist has enunciated as
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essential to a profession. As the nucleus
grows by the addition of others who suddenly or by slow process develop a professional consciousness, accountancy will
take on i n fact the characteristics which
admittedly must be acquired by the members of any group which aspires to have its
activities designated as a profession.
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There need be no quarrel with the skeptics, scoffers, and those who shrug their
shoulders at the suggestion that accountancy is a profession. A s accountancy
practitioners generally adopt the ideals of
a profession and live up to those ideals
there will be no difficulty in gaining the
recognition sought.

Some Observations on Reports
(Concluded)
By

T

H . L . W I L S O N , Technical Procedure Department

Balance Sheet

H E following discussion treats of some
of the questions which arise in the
preparation of the balance sheet; namely,
those having to do with (1) description of
the items, (2) valuation reserves, (3)
Federal income tax, (4) reserves for contingencies, (5) liquidation value of preferred stock, (6) surplus, and (7) surplus
from appreciation of plant property or
other assets.
Description of items

The description of balance sheet items
should clearly explain their character. In
this connection it is to be noted that a
balance sheet is not a mere trial balance
after closing, and that the titles of the
accounts are not necessarily appropriate
for balance sheet purposes.
In their desire to describe the asset items
accurately and fully, auditors are prone to
overlook the necessity of describing the
liability items adequately. For instance,
the maturities of long-term obligations such
as bonds and mortgages are frequently
omitted although they are of interest to the
reader of the balance sheet. In the case
of serial bonds, it is usually possible to show
concisely the period of years over which the
bonds mature and the amount maturing
each year.

If the certificate to the balance sheet is
on a separate page, and i f it contains qualifications, it is frequently found that the
qualifications should be indicated on the
balance sheet itself as well as i n the certificate. For example, i f certain assets have
not been verified, if reserves are inadequate,
or i f necessary reserves have not been
provided, such facts should be indicated on
the balance sheet as well as in the certificate. Sometimes the parenthetical remark
"see comments" after the item concerned is
sufficient. The comments in such cases
should cover the points fully. In other
cases it may be desirable to state the facts
specifically in the balance sheet. Where
there are so many qualifications that a
certificate is not given, and it is impracticable to express them all in the balance
sheet, i t is advisable to place a foot-note
on the balance sheet making it subject to
the accompanying comments. The point
of view to be taken is that a reader of the
balance sheet who does not read the comments, or the certificate (if any), will,
nevertheless, be informed of all important
qualifications to the balance sheet.
If assets are pledged as security for liabilities, that fact should be shown i n the
balance sheet. The information may be set
forth in one of the methods illustrated in
the following:
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Investment securities (Pledged
to secure notes payable),. .... .$
Investment securities (Partially
pledged to secure notes payable),
.$
Investment securities
($
pledged to secure notes payable),
$
Investment securities:
Pledged to secure notes payable,
$Unpledged,
.$
Likewise, the liability item should be
described as "secured," "partially secured" or " $ —
secured."
Valuation reserves
Valuation reserves, such as reserves for
doubtful accounts, discounts, and allowances, and reserves for depreciation of
plant, should usually be shown as a deduction from the related asset account in the
balance sheet. This treatment is preferable
because the reader is interested in knowing
the net valuation of the assets as well as
the gross. Such closely related amounts
as gross book value and reserve should be
brought together and the reader saved the
effort involved i n mental calculations.
These reserves are neither current liabilities, long-term liabilities, nor part of
the net worth, but are adjustments of
asset valuations carried as credit accounts
merely as a bookkeeping expedient. It is
realized that in some cases, such as in railroad and public utility balance sheets, custom and regulations prescribe that these
reserves shall be shown on the liabilities
side. However, unless regulations or peculiar conditions require this treatment, it
should not be followed.
In the case of reserves for doubtful
accounts, it is apparent that unless they
are deducted from the asset balance the
total current assets are stated at a greater
amount than it is anticipated will be
realized from them. The reader of the
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report desires to know the actual total
of the current assets and also the true
ratio of the current assets to the current
liabilities.
When two reports as of the same date
are issued—for example a detailed report
and a condensed report—it is particularly
important that items such as reserves be
treated i n the same manner i n the two
reports. It is unjustifiable to deduct the
reserve for doubtful accounts from the
asset balance i n one report and to show it
on the liabilities side of the balance sheet
in the other, thus setting forth two different
amounts for "total current assets."
In the case of amortization of patents,
there appears to be no defense for the
practice of stating the reserve on the liabilities side. Patents have a definite life
and the reserve represents an actual diminution in value. It should, therefore, be
deducted from the asset. The same statement applies to leaseholds, franchises, and
the like.
Federal income tax
The liability for Federal income tax
should be clearly shown. In some cases
the liability is included i n the balance sheet
but is combined with other items, and the
description does not indicate that the tax
is included. When the liability for Federal
income tax is not stated separately, its inclusion should be brought out in some such
manner as is indicated i n the following:
"Sundry accruals, including Federal income
tax," or "Accrued taxes, including Federal
income tax." I f the liability for the tax
is not included i n the balance sheet, that
fact should be stated i n a foot-note. In
such case a foot-note should also be
placed on the statement of income and
profit & loss. Quite often the foot-note
is placed on the balance sheet, but is i m properly omitted from the statement of
income and profit & loss. The foot-note
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should state not only that Federal income
tax has not been provided for, but should
give also the approximate amount of the
tax.
If there is a net income but no taxable
income, the report should state that the
income is not taxable. If this statement
is not made, a reader of the balance sheet
or the profit & loss statement might think
that there was an undisclosed liability for
the tax.
The extent of the auditor's assumption
of responsibility as to the disclosure of any
liability for Federal taxes for prior years
should be set forth in the report. The
procedure to be followed in connection with
taxes for prior years is outlined in the firm's
letter to practice offices dated December 8,
1925. If there is reason to believe that
there may be an assessment which is consequential i n amount, a foot-note to that
effect should be placed on the balance sheet.
If the question of the taxes for prior years
has not been investigated, that fact should
be brought out in the report.
Reserve for contingencies
It is sometimes found that a balance
sheet item termed "Reserve for Contingencies" is designed to provide for specific
liabilities such as Federal income tax,
although this fact is not indicated in the
description of the item. The reader of a
report has a right to assume that a reserve
for contingencies is, in effect, appropriated
surplus which is available for fortuitous
losses or losses of an extraordinary character and indefinite amount concerning which
there is room for doubt as to whether they
will eventually be incurred. N o definite
liabilities should be shown in the balance
sheet under this description. A possible
exception to this rule is the case of provision for loss i n litigation where it is not
desired to disclose the fact that an adverse
decision is anticipated.
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Liquidation value of preferred stock
In describing the balance sheet item of
preferred stock without par value, it is
important that the liquidation value of the
stock be shown. The liquidation value of
preferred stock without par value is often
so much greater than the value at which it
is stated in the balance sheet that a reader
of the balance sheet—particularly a stockholder—should be informed as to the
amount of the surplus which would be
absorbed in the liquidation of the stock.
Surplus
The term "surplus," without qualification, has come to be generally understood
as earned surplus. It is improper, therefore, to include i n this item surplus from
appreciation of plant property, the excess
of the proceeds of the issue of no-par-value
stock over the stated value thereof, or
other special surplus items.
Instances are noted where surplus and
capital stock without par value are shown
in balance sheets as follows:
Common capital stock (——
shares without par value, at
stated value—excess of proceeds thereof over stated value
included in surplus),
$
Surplus, $
A reading of the "Surplus" item alone,
without reference to the capital stock,
would give the reader of this balance
sheet the impression that the "surplus" is
all earned.
The following description is preferable:
Common capital stock (shares without par value, at
stated value),
$
Surplus (including excess of proceeds of common capital stock
over the stated value
thereof),.$
It would be even better if, in such cases as
this, the amount of the earned surplus
were stated separately.
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The balance i n the reserve for depreciation of plant property should, at the expiration of the useful life of the property,
be equal to the value at which the property
is carried on the books (allowing for salvage value, etc.). In order that this result
may be accomplished, the reserve should
be credited with depreciation not only on
the entire cost of the depreciable property,
but also on an additional amount equal to
any appreciation i n the property values
which may have been set up on the books.
As explained i n the September issue of
the Bulletin i n the article entitled "Depreciation of Appreciation," there are two
methods i n common use of making the
charges to offset this credit. T h e first
method contemplates charging to operations depreciation on only the cost of the
property and charging to "Surplus from
Appreciation" depreciation on the appreciation. The second method contemplates
charging to operations depreciation on the
total amount of the appreciated value.
When the second method is used, a credit
is made to profit & loss for the amount of

the depreciation on the appreciation, the
offsetting charge being to "Surplus from
Appreciation." A t the expiration of the
useful life of the property, the surplus from
appreciation should thus be entirely extinguished, and the reserve for depreciation should be equal to the appraised value
of the property as set up on the books.
In order to make these calculations, the
surplus from appreciation should be analyzed to show the amount of such surplus
from revaluation of different classes of
property having different depreciation
rates. The different classes might be, for
example: (1) buildings and (2) machinery.
The amount charged periodically to surplus
from appreciation is composed of individual
amounts for each class of property. The
ratio of the original surplus from appreciation of each such class of property to
the depreciated replacement cost thereof
as appraised, is next ascertained. The
ratios are applied to the amount of the
depreciation provision. T h e depreciation
provision should be computed on the appraised replacement cost new. The procedure is illustrated as follows:

A—Appraised replacement cost—new,
B—Accrued depreciation,

$180,000
58,000

Total

C—Depreciated replacement cost,
D—Gross book value,
E—Reserve for depreciation,
F—Net book value,

$122,000
$120,000

$72,000
$40,000
44,000

$76,000

4,000

$36,000

G—Surplus from appreciation (C minus F),

$46,000

Depreciation (Based on A; Buildings 2%,
Machinery 10%),
$11,600
Ratio of G to C,
Charge to Surplus from Appreciation,
In case of the sale or retirement of plant
property, any balance i n the surplus from
appreciation which applies to the property

Buildings

$80,000
8,000

$100,000
50,000
$50,000
$80,000
40,000
$40,000

$36,000
$1,600

$2,800

Machinery

50%
$800

$10,000
$10,000
20%
$2,000

sold or retired should be transferred to
the credit of earned surplus.
If the surplus from appreciation has been
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exhausted by the payment of dividends, by
charges incident to writing down intangible
capital assets, by application against it of
a profit & loss deficit, or by other charges,
manifestly no credits can be made to earned
surplus to offset the charge which must be
made to operations for depreciation on
appreciation.
Although it is possible that surplus
arising from appreciation of plant property
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may i n some cases be legally paid out i n
cash dividends, this practice is not conservative. There can be no objection,
ordinarily, to the payment of stock
dividends out of such surplus.
On
the contrary, payment of stock dividends furnishes
assurance that the
current assets will not be depleted
through the payment of cash dividends
from this source.

Contingent or Otherwise
P I C A L example of a contingent
AT Yliability
is a note receivable discounted. Jones sells goods to Smith, who
gives a promissory note i n part payment
for the goods. Jones wishing to realize on
the note, endorses it and discounts it at his
bank. If Smith pays the note at maturity,
the relationship among Smith, Jones and
the bank is at an end in so far as that transaction is concerned.
If Smith fails to pay the note at maturity,
certain complications arise. The bank
may elect to hold Jones as endorser and in
that event Jones would have to pay. B u t
Jones has a right of action against Smith
which he may enforce and having obtained
judgment may levy against any property
which Smith may have.
From the time Jones discounts the note
at the bank until the date of maturity,
Jones has a contingent liability in connection with the note. If Smith doesn't pay,
Jones may have to, and Smith may not
pay. This in simple language is the story
of a hypothetical contingent liability.
The accounting principle regarding contingent liabilities now is well settled, at
least i n this country. Reference to any
contingent liability appears as a foot-note
on the balance sheet. This principle has
the authority of rather general practice.
In order to understand the full significance of contingent liabilities, it will be

found helpful to trace the hypothetical
case just described through to the worst
possible conclusion. Assume that Jones
pays the bank and having attempted to
levy execution on a judgment against
Smith, is unable to realize anything. Jones
then has an uncollectible debt. If Jones
has a reserve for doubtful accounts, presumably the Smith account will be written
off against the reserve.
A reserve for doubtful accounts usually
is regarded as applying against accounts
receivable from customers; not against
notes receivable. The thought of relating
it to notes receivable discounted probably
seldom occurs to anyone. Provisions for
reserves to take care of losses arising
through accounts receivable which may
become uncollectible, i f computed scientifically, are based on the experience of a
particular enterprise or on the experience
common to enterprises having the same
characteristics i n the line of business to
which the particular enterprise belongs.
Moreover, the experience rate of provision
for reserves tends to approach the ultimate
in point of soundness when it is based on
sales. If provision for uncollectible accounts is computed on the basis of loss
experience i n relation to sales, an interesting but somewhat serious question arises
as to whether cognizance need be taken in
a balance sheet by means of a foot-note
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of the fact that certain notes receivable
have been discounted.
Practical treatment of a situation involving discounted notes receivable obviously will depend upon the amount involved. A n amount insignificant in relation to the current position usually may be
ignored with impunity. In any situation
where the discounting of notes assumes
such proportions that a material amount
becomes involved, consideration must be
given to the theoretical aspect of the problem before a satisfactory practical solution
can be reached.
If there were no reserve for uncollectible
accounts, undoubtedly there would be a
contingent liability in connection with the
notes receivable discounted and the contingent liability should be disclosed through
a foot-note on the balance sheet. If a
reserve had been set up but the reserve was
confined to coverage, so to speak, of certain
accounts receivable, and the doubtful
element in other specific accounts receivable, the conclusion would be the same.
Under such circumstances no provision
would have been made for possible losses
arising in connection with failure to realize
on notes receivable, much less notes receivable discounted.
Where provision for a reserve against
trade losses has been scientifically computed and accumulated on the basis of
sales, the precise stage at which loss occurs
seems to matter little. The first asset,
complementary to sales, is accounts receivable. In the process of attempted collection, notes may replace accounts, and
cash realized through discounting may
take the place of the notes. What does it
matter then whether current capital lost
is represented by accounts receivable, or
notes receivable, or cash, as long as a reserve
has been set up to take care of the loss?
In a certain hypothetical case the
current assets are 3.5 times the current liabilities based on the following:
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Cash
$75,000
Accounts receivable 265,000
Notes receivable.. . 100,000
$440,000
Less reserve
trade losses

for
20,000

Current assets.. . $420,000
Accounts payable. . . . . . . . . $120,000
If notes receivable in the amount of
$20,000 are discounted at, say, 5%, cash
in the amount of $19,000 and discount in
the amount of $1,000 will take the place of
the notes. The current ratio then changes
slightly so that the assets are but 3.49
times the current liabilities.
If the factors represented by other accounts could remain stationary while the
discounted notes become due, the maker
fails to pay them, the endorser reimburses
the bank and charges the payment of
cash against the reserve for trade losses,
the current ratio would remain unchanged;
that is, the assets would be 3.49 times the
current liabilities. The same would be
true whether the endorser abandons hope
of collecting the amount involved from the
maker and considers the transaction closed,
or restores the note to his books and credits
the reserve for trade losses.
The theoretical conclusion to be reached,
therefore, is that if a reserve provides for
a possibility of loss on notes receivable
discounted, further reference to the matter,
by means of a foot-note on the balance
sheet, is superfluous.
Bankers, by and large, probably do not
agree with this conclusion. They are disposed as a rule to contend that failure to
call attention to the discounting of notes
is tantamount to the suppression of a
material fact. A s a consequence of this
attitude if accountants who are preparing
balance sheets for credit purposes are
desirous of cooperating with the banks
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they will mention, by way of a foot-note,
what bank credit men regard as a contingent liability.

Book Review
Eggleston, De W i t t C . Auditing Procedure. (New York, John Wiley and Sons,
Inc., 1926. 528 p.)
Although auditing has been emphasized
in certified public accountants' examinations for many years and the subject has
been made a definite part of accounting
curricula, it has not received its proportionate place in accounting literature,
especially i n America. Candidates for
C . P . A . examinations frequently are at a
loss i n their search for adequate material
in the field of auditing.
Those who are more or less inexperienced
in professional accounting probably have
greater difficulty i n applying the principles
of auditing in practice than the theoretical
training gained i n any other division of
accounting, which may partially explain
the differences i n auditing textbooks and
methods of instruction. The author of
the present work devotes practically the
entire volume in presenting the procedure
to be followed in making an audit of the
accounts of a business enterprise. The
book is intended principally for the professional accountant who may desire to
refer to the methods i n general use for
auditing particular accounts. The absence of a long practice problem permits
the author to discuss more fully the principles of audit procedure which increases
the value of the book to the practicing accountant for reference purposes.
The major part of the book is devoted
to general audit procedure. Each chapter
deals with the program of audit and the
method of procedure for the verification of
some account or group of accounts beginning with the assets and liabilities as ar-
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ranged on a typical balance sheet followed
by the profit and loss accounts encountered
in detailed audits. A few special audits
outside of the manufacturing realm are
explained in the last hundred pages. Some
idea of the arrangement of the book may
be gathered from the fact that the fortythree chapters are divided into more than
six hundred topical subdivisions with
nearly six hundred review questions distributed throughout the book at the ends of
the chapters.
References to Treasury Department
regulations are included wherever pertinent. The value of this additional material is partly offset by the possibilities of
new decisions superseding the old ones.
M r . Eggleston's book is one of The
Wiley Accounting Series edited by M r .
Hiram T . Scovill.

News Items
M r . W . E . Nissen, manager of our
Salt Lake C i t y office, has been elected
vice president of the Utah Association of
Certified Public Accountants.
M r . T . V . Barb, who has been assistant
manager of our Providence office, has been
appointed manager of that office, as of
November 1, 1926.
M r . E . L . Kincaid has been appointed
assistant manager of our Newark office,
as of November 1, 1926.
M r . T . N . M o i r of our New York Thirtyninth Street office is to be congratulated
upon receiving his New York C . P. A .
certificate, as a result of the M a y examination.
M r . W . L . Brown of our Charlotte office
also is to be congratulated upon recently
receiving the C . P. A . certificate of the
State of North Carolina.
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